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WHAT’S DRIVING HEALTH CARE COSTS AND 
THE UNINSURED? 


WEDNESDAY, JANUARY 28, 2004 

U.S. Senate, 

Committee on Health, Education, Labor, and Pensions, 

Washington, DC. 

The committee met, pursuant to notice, at 10:24 a.m., in room 
SD-430, Dirksen Senate Office Building, Senator Gregg, chairman 
of the committee, presiding. 

Present: Senators Gregg, Enzi, Alexander, Sessions, Kennedy, 
Dodd, Harkin, Murray, and Clinton. 

Opening Statement of Chairman Gregg 

The Chairman. We are going to get started early because we 
have got, unfortunately, three votes that have been stacked around 
11:30. As a result, this hearing will be disrupted significantly. I 
apologize to my fellow members for proceeding early, but I do think 
we should get going here. I appreciate Senator Clinton’s being here. 
I know Senator Kennedy is going to be participating also. I think 
we will also pretty much forego opening statements because we 
really want to hear from the panel. 

This hearing, just briefly to outline its parameters, is about the 
issue of health care and its costs, its affordability and the unin- 
sured. It is part of a process that we are trying to go through to 
get some sort of hard data on what the issues are that drive the 
cost of health care and what the issues are that are creating our 
uninsured pool, which is getting larger and larger, unfortunately. 

I don’t think there is any issue that Americans face today from 
a standpoint of cost that they have more concerns about than their 
health care bills. Certainly, this committee has a very deep interest 
in trying to address that issue. 

Let me introduce the witnesses before we start taking testimony. 
We are fortunate to be joined by the Director of the Congressional 
Budget Office, Dr. Holtz-Eakin, who obviously has some very hard 
and effective data that I know he intends to present to us on the 
issue of health care. His expertise is well known. 

We are also joined by Dr. Milstein, who serves as the Medical Di- 
rector of the Pacific Business Group on Health, the largest health 
care purchasing coalition in the United States. Dr. Milstein also 
serves as a worldwide partner at Mercer Human Resource Consult- 
ing, and Dr. Milstein’s expertise focuses on, but is certainly not 
limited to, health care purchasing strategies, clinical performance 

( 1 ) 



2 


measurements, and the psychology of clinical performance move- 
ments. 

We are joined also by Karen Davis, who has served for the last 
9 years as President of the Commonwealth Fund, the Nation’s 
fourth oldest private philanthropy, engaged in independent re- 
search on health and social issues. Dr. Davis is a nationally recog- 
nized economist with a distinguished career in public policy and re- 
search. She has served as Deputy Assistant Secretary for Health 
Policy for the Department of Health and Human Services. 

We are also joined by Dr. Conover, who is currently the Assistant 
Research Professor of Health Policy Studies at the Terry Sanford 
Institute of Public Policy at Duke University, as well as a senior 
fellow at the Center for Health Policy, Law, and Management at 
Duke. He is also Director of the Health Policy Certificate Program 
at Duke. Dr. Conover’s research focuses in the area of State health 
policies, estimating the magnitude of social burden of illness and 
health regulation. 

Further, we are joined by Gail Wilensky, who is well known to 
this committee, having testified many times in this committee. She 
is a senior fellow at Project HOPE, the Health Opportunities for 
People Everywhere, and the International Health Education Foun- 
dation. Dr. Wilensky is Co-Chair of the President’s Task Force to 
Improve Health Care Delivery For Our Nation’s Veterans, which 
covered health care for both veterans and military retirees. She 
also served as Deputy Assistant for Policy Development for Presi- 
dent Bush, advising the President on health and welfare issues. 
Prior to that, she served as the Administrator of the Health Care 
Financing Administration. Dr. Wilensky’s research endeavors in- 
clude developing and evaluating policies relating to health reform 
and to ongoing changes in the medical marketplace. 

It now being 10:30, let us start the hearing. Senator Clinton, do 
you wish to make a statement or anything? 

Senator Clinton. No, Senator Gregg. I am just very grateful that 
you are holding this hearing and I want to thank all the witnesses. 
Obviously, this is a critical issue, one that we have to address, and 
I appreciate you taking the lead on doing it. 

The Chairman. Thank you. Thank you very much. Obviously, 
this is an issue on which your expertise is unique, also, so it is very 
appropriate to get your input on this as we move forward. 

Dr. Holtz-Eakin, if you could give us your thoughts, and then we 
will move down the line. 

STATEMENT OF DOUGLAS HOLTZ-EAKIN, DIRECTOR, 
CONGRESSIONAL BUDGET OFFICE, WASHINGTON, DC. 

Mr. Holtz-Eakin. Mr. Chairman, Senator Clinton, thank you for 
the chance to be here today and talk a little bit about some of the 
work that CBO has done in this area. My written testimony, which 
I submit for the record, covers three topics. I will cover the same 
three topics briefly and we can turn to questions. 

Topic one is characteristics of the uninsured. We will move from 
that to some facts and features of the growth in health care costs 
in the United States and then touch briefly on the connection be- 
tween the two, although I will spend less time on that. 
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The first issue is just how many are there when you start count- 
ing the uninsured and there are really three different ways to 
measure the uninsured. One approach is to count how many people 
are uninsured over a particular period, say 1 year, and simply see 
how many remain uninsured over the entire year. A second ap- 
proach would be to take that same period and count the number 
of people who have any spell of uninsurance during the year and, 
as a result, would count in that way. And the third is a mixture 
of the two, which is to look at any day during that year or week 
during that year and go out and count the number of people who 
happen to be uninsured at that point in time. 

In work that the CBO did using data from 1998, we find that one 
gets very different answers if one takes different measures. Using 
those data, there are roughly 21 to 31 million uninsured for an en- 
tire year, in contrast to roughly 60 million individuals who would 
be uninsured at some point during the year, and then lying in be- 
tween is the number that is conventionally used to count the unin- 
sured, which is the number who might be uninsured at any point 
in time, and that is on the order of 40 million individuals in the 
1998 data. 

In work that has been done at the Agency for Health Quality and 
Research, those studies suggest that the same basic patterns pre- 
vail using more recent data, so that depending on the kind of meas- 
ure that one uses, you can get numbers that differ a great deal. 

Now, the difference between 20 million and 60 million suggests 
that there is a lot of dynamics under the surface of counting the 
number of uninsured, and in the testimony, we show some evidence 
from the Survey on Income and Program Participation of the dura- 
tion of spells of uninsurance. In those data, one finds that 45 per- 
cent of the uninsured have spells that last for less than 4 months, 
and so they are relatively short spells and they turn over. 

In contrast, there are about 26 percent of individuals who have 
spells that last between 5 months at a year. And then at the longer 
duration, 13 percent of individuals have spells of one to 2 years in 
length, and the remaining 16 percent have spells that exceed 2 
years. 

The characteristics of these individuals are, broadly speaking — 
I will leave the details, which are described in Table 1 in the testi- 
mony for further discussion, but roughly, one finds that adults are 
more likely to be uninsured and have longer durations than young- 
er people and children especially, perhaps in part due to the provi- 
sion of Medicaid as targeted toward the children, and that the vast 
majority are in working families, that about 75 percent of those in- 
dividuals are uninsured because employers do not offer employer- 
sponsored insurance. And finally, low education and low income are 
associated with both a greater incidence of uninsurance and longer 
durations, as well. 

One fact that has captured some attention is the rise recently in 
the number of unemployed or the fraction of uninsured, from 16 
percent to 17 percent, roughly, over the past couple of years. That 
has been associated with a decline in employer-sponsored insur- 
ance from 67 percent to 64 percent. We simply note in the testi- 
mony that this kind of a shift in the coverage from employer-spon- 
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sored insurance has occurred in the past, and indeed, this is small- 
er than a comparable movement that occurred in the early 1990s. 

I would suggest that there is one large message in these data 
and that message is that not all the uninsured are created equal. 
In fact, there appear to be two broad groups, one of which suffers 
short spells of uninsurance, perhaps driven by job market changes, 
and another group that has long duration spells of uninsurance, 
and that policies would be more effective if they were tailored to 
recognize the different characteristics of the different kinds of unin- 
sured. 

Turning to the broad trends in health care costs and health care 
spending in the United States, in 2002, U.S. expenditures on 
health-related goods and services were $1.6 trillion, a number that 
was reached by averaging real growth of over 4.5 percent between 
1970 and 2002. Despite a slowdown in the mid-1990s, the most re- 
cent data are consistent with that long-run trend. We saw between 
1997 and 2002 a growth that, in real terms, at 4.6 percent per 
year. 

The result is that health care spending has doubled as a fraction 
of the national economy, rising from seven percent of GDP in 1970 
to about 15 percent in the most recent data, and among the cat- 
egories of health care spending, pharmaceuticals are rising most 
rapidly, on the order of 14 percent in recent data, although they 
still constitute only about ten percent of spending. 

There are a lot of factors associated with this growth. We will re- 
turn to them, I am sure. Some are technology, associated with tech- 
nology and the incentives for innovation, deployment and utiliza- 
tion of those technologies, others associated with aging, higher in- 
comes, and the nature of insurance. But one of the genuine results 
that we have seen is that people are unhappy with the current 
State of affairs, despite the increases in spending. We can come 
back to the sources of that. 

And finally, in the link between increasing costs and 
uninsurance, there is very little hard evidence on this topic and I 
would simply make the observation, in many ways, rising health 
care costs should make insurance more valuable and the desire to 
protect one’s self against the large costs of medical expenditures 
would increase the demand for insurance, other things equal. 

Nevertheless, we have seen some declines in insurance and there 
is some intriguing evidence by David Cutler that, despite the fact 
that the share that employees are asked to cover has not gone up, 
the total amount that they cover is rising. As a result, although 
firms are offering, the take-up rate by individuals has declined and 
that may be part of the link between rising costs and uninsurance. 

I would be happy to answer any questions. That is a brief sum- 
mary of the written testimony that we submitted and I look for- 
ward to the discussion. 

The Chairman. That is very good data and we appreciate it. We 
especially appreciate the written testimony. 

[The prepared statement of Mr. Holtz-Eakin may be found in ad- 
ditional material.] 

The Chairman. Senator Kennedy has joined us. I apologize for 
starting a little early. Senator, but we have got a series of votes 
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stacked and it is going to disrupt this hearing significantly, so I 
thought we should get going. 

Senator Kennedy. I am in complete agreement. 

The Chairman. You are certainly here right on time, but we 
started a little early. Do you have any statement you want to 
make? 

Senator Kennedy. No. 

The Chairman. You are back from New Hampshire and you are 

happy to be 

Senator Kennedy. To be back. 

The Chairman. Sad to have left New Hampshire 

Senator Kennedy. Sad to leave New Hampshire — [Laughter.] 

— ^but we have a good panel, Mr. Chairman, and I look forward 
to their testimony. 

The Chairman. Thank you. Thank you. Senator. 

Dr. Milstein? 

STATEMENT OF ARNOLD MILSTEIN, M.D., MEDICAL DIRECTOR, 
PACIFIC BUSINESS GROUP ON HEALTH, AND PHYSICIAN 
CONSULTANT, MERCER HUMAN RESOURCE CONSULTING, 
SAN FRANCISCO, CALIFORNIA 

Dr. Milstein. I thank the committee for the opportunity to share 
my perspective that inefficiencies in health care delivery comprise 
a substantial fraction of current health spending, health insurance 
premiums, and that much of this inefficiency can be eliminated by 
facilitating the market’s ability to identify and reward efficient, 
high quality physicians, hospitals, and treatment options. 

There are two primary sources of inefficiency in the U.S. health 
care system. First, the provision of many health care services that 
offer no measurable gain in health or patient satisfaction. These 
services are well described in the Dartmouth research results, 
which I submitted with my testimony. This type of inefficiency oc- 
curs more in some communities than in others, but it occurs even 
in our most medically efficient communities, such as Minneapolis 
and Portland, Oregon. 

Second is detailed in the Institute of Medicine’s “Crossing the 
Quality Chasm” report, the provision of all health care services by 
antiquated clinical work methods that rely on faulty human mem- 
ory and paper medical records. Since these methods of clinical work 
are severely mismatched to the challenges of delivering high-tech- 
nology services to an American population with increasingly com- 
plex chronic illnesses, they offer a significant preventable waste of 
resources and preventable human suffering. 

These two types of inefficiency are invisible to health care provid- 
ers and to consumers because we don’t routinely measure and re- 
port how physicians, hospitals, and treatment options compare on 
the average total health care spending that they incur when used 
to treat an episode of acute illness or a year’s worth of chronic ill- 
ness and preventive care. I will refer to this total average level of 
spending per illness as longitudinal efficiency. 

We are also in the dark with respect to the level of quality 
achieved by particular physicians, hospitals, and treatment options. 
We do not lack methods by which to measure both longitudinal effi- 
ciency and quality of care, but most private sector health benefit 
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plans lack a sufficiently large database in any one community to 
make valid comparisons among physicians or specific hospital serv- 
ice lines, such as cardiac surgery. 

The invisible hand of the market could transform the majority of 
these inefficiencies into significantly reduced rates of health insur- 
ance premium increase over a ten-year period with two catalytic in- 
gredients from Congress. First, encouraging CMS to routinely and 
continuously share with the private sector the patient privacy pro- 
tected CMS claims database so that all health plans, all health 
benefit plans, would be able to increase their precision in measur- 
ing the longitudinal efficiency and quality of physicians, hospitals, 
and treatment options. The patient privacy protected CMS claims 
database is a grossly underutilized national information asset with 
unnecessarily restrictive access rules for private sector health bene- 
fit plan sponsors. 

Second, encouraging CMS and other health plans to reward clini- 
cal performance improvement by either more favorable payment for 
doctors, hospitals, and treatment options that offer superior quality 
and longitudinal efficiency, and/or by lower cost sharing for pa- 
tients who preferentially use such providers and treatment options. 
For example. Congress could refine its specifications for the types 
of health benefit plans to which tax-advantaged portable spending 
accounts would apply to promote both of these health benefit plan 
features. 

Americans have access to standardized longitudinal efficiency 
measurements for appliances and for automobiles, but not for the 
industry that consumes a much greater share of their income and 
benefits. Absence of such measurements keeps American hospitals, 
doctors, and patients in the dark with respect to comparative per- 
formance and unable to identify opportunities to make American 
health insurance much more affordable. 

When paired up with standardized publicly reported quality of 
care measurements, longitudinal efficiency measurements would 
comprise a new navigational system by which all stakeholders 
could improve America’s health and slow future increases in health 
insurance premiums. It would also send a constructive signal to 
new medical technology developers. The market will judge their in- 
novations based not only on their unit prices and their health bene- 
fit, but also on their contribution to reducing total health care 
spending. 

Thank you for the opportunity to share my perspective on how 
large, invisible, and substantially capturable inefficiencies in Amer- 
ican health care delivery contribute to the unaffordability of health 
insurance. 

The Chairman. Thank you. Doctor. Those are very interesting 
ideas which we will want to follow up on here. 

[The prepared statement of Dr. Milstein may be found in addi- 
tional material.] 

The Chairman. Dr. Davis? 

STATEMENT OF KAREN DAVIS, PRESIDENT, T H E 
COMMONWEALTH FUND, NEW YORK, NEW YORK 

Ms. Davis. Thank you, Mr. Chairman and members of the com- 
mittee, for this invitation to join you this morning. 
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Rising health care costs are a problem for all Americans, but 
they weigh especially heavily on uninsured and underinsured indi- 
viduals, who pay much of the cost of their health care directly out 
of pocket. We can no longer afford or tolerate wasteful spending on 
care that does not benefit patients. We can’t have duplication of ex- 
pensive procedures, medical errors, or the high administrative costs 
incurred by the Nation’s insurers and providers. 

Real solutions should directly target these sources of unaccept- 
ably high cost, not simply shift costs from employers to workers or 
from government to beneficiaries of public programs. Most fun- 
damentally, we must act to achieve automatic and affordable 
health insurance for all, to ensure that the benefits of modern med- 
icine are widely accessible and to ensure that investment in health 
care contributes to economic growth and a healthier, more produc- 
tive society. 

Health insurance premiums are going up 14 percent a year. That 
is faster than the 8.5 percent increase in early 2003 in benefits per 
enrollee, and that divergence between premiums and costs bears 
watching. 

The U.S. has the highest health care spending of any country, 
and yet we are the only major industrialized Nation not to provide 
health insurance for all. I am particularly disturbed by the rapid 
increase in administrative costs. They went up 16 percent in 2002 
and it made it the fastest rising component of national health ex- 
penditures. 

Consumer-driven health care, which is the major private sector 
cost containment strategy, is unlikely to address the fundamental 
causes of rising health care cost. In fact, it is likely to have adverse 
consequences for patients. Consumer-driven health care contributes 
to excessive financial burdens on patients, particularly those with 
lower income, but also those who are sicker, and patient costs are 
already unacceptably high. Patient cost sharing is a blunt instru- 
ment for reducing utilization of services. It reduces the use of effec- 
tive services that are already underutilized. 

There are better alternatives for achieving economies in health 
care than shifting cost to patients. Costs are higher in the U.S. 
than in other countries because we pay higher prices for the same 
services, we have higher administrative costs, and because physi- 
cians prescribe specialized services that are not clinically justified. 

If we were to adopt fundamental reforms, such as an integrated 
private-public strategy to purchase health services efficiently, de- 
mand quality performance, and streamline administrative costs, 
substantial savings could be achieved. 

Short of fundamental reforms, practical steps that could be taken 
in the near term include reducing medical errors and improving 
care coordination through a major public-private investment in 
health information technology. Public reporting of cost and quality 
data, as Dr. Milstein stressed, knowing what costs are over an epi- 
sode of care in quality, and studies show that they vary enormously 
from hospital to hospital, physician to physician, and area to area. 
If we are serious about doing better, we really need to know where 
we stand. 

I also endorse Dr. Milstein’s call for provider performance on 
quality and efficiency. Medicare needs to become a leader in paying 
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for performance. It needs to move quickly to reward those providers 
who are both high quality and low cost over the course of a pa- 
tient’s treatment. 

We also need the development and promulgation of clinical 
guidelines and quality standards. Public programs and private in- 
surers would benefit from a Federal agency charged with establish- 
ing the scientific basis for effectiveness not just of new drugs, as 
FDA does, but for specialty consultations, surgical procedures, and 
tests. 

Better management of high cost patients. Ten percent of patients 
account for 70 percent of costs. If public programs and private in- 
surers were willing to pay for services of nonphysician personnel 
that are needed for high-cost care management, we could reduce 
the cost. We also need to streamline administrative efficiency and 
test models there. 

Finally, we need automatic and affordable health insurance cov- 
erage for all. Employers, Federal and State governments, and indi- 
viduals must all share responsibility for achieving automatic and 
affordable health insurance for all. The most realistic strategy is a 
combination of group insurance options, including employer cov- 
erage, a new Congressional health plan, expansion of SCHIP to all 
low income below 150 percent of poverty, and the ability to get onto 
Medicare earlier for the disabled in a two-year waiting period and 
for older adults. But premium assistance based on income will be 
required to make premiums affordable for all enrollees. 

Together, these steps would take us a long way toward ensuring 
that this country has a high performing health system worthy of 
the 21st century. Thank you. 

The Chairman. Thank you. Dr. Davis. Thank you for those ideas. 

[The prepared statement of Ms. Davis may be found in additional 
material.] 

The Chairman. Dr. Conover? 

STATEMENT OF CHRISTOP H ER J. CONOVER, ASSISTANT RE- 
SEARCH PROFESSOR OF PUBLIC POLICY STUDIES, DIREC- 
TOR, HEALTH POLICY CERTIFICATE PROGRAM, AND SENIOR 

RESEARCH FELLOW, HEALTH INEQUALITIES PROGRAM, 

CENTER FOR HEALTH POLICY, LAW, AND MANAGEMENT, 

TERRY SANFORD INSTITUTE OF PUBLIC POLICY, DUKE UNI- 
VERSITY, DURHAM, NORTH CAROLINA 

Mr. Conover. Mr. Chairman and members of the committee, it 
is a great pleasure to be here today. 

How big a role does health services regulation play in explaining 
the extraordinarily high level of health costs in the U.S., and how 
many uninsured might be covered were we somehow to find a way 
to reduce this regulatory burden? My brief remarks today will pro- 
vide some tentative answers to both questions based on the pre- 
liminary results of more than 2 years of research, conducted in part 
under contract to the Department of Health and Human Services. 

There are two ways to answer the first question. First, we looked 
at the costs of regulation in other industries, such as airlines, rail- 
roads, telecommunications, other industries that have been long 
studied by economists, and we used their best estimates to cal- 
culate the percent of gross economic activity in those industries 
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that is attributable to regulatory costs. By applying these percent- 
ages to the health sector, we arrived at very rough, back of the en- 
velope estimates of upper and lower bounds on the plausible mag- 
nitude of this regulatory burden. 

As you can see on Figure 1, this so-called top-down approach sug- 
gests that in 2002 alone, health regulation may have imposed an 
annual cost of at least $28 billion, but as you can see, it may have 
been as high as $657 billion. Clearly, a 30-fold difference between 
our minimum and maximum cost estimates is no more gratifying 
to me as a researcher than it is to you as policy makers. 

Moreover, it is easily possible that the regulatory burden in 
health care is even higher than a simple extrapolation from other 
industries might suggest. After all, according to University of Roch- 
ester health economist Chuck Phelps, the U.S. health care system, 
while among the most market-oriented in the industrialized world, 
remains the most intensively regulated sector of the U.S. economy. 

So we also answered this question using a much more fine 
grained bottom-up approach. We looked at the literature for nearly 
50 different kinds of Federal and State health services regulations, 
including regulation of health facilities, health professionals, health 
insurance, pharmaceuticals and medical devices, and the medical 
tort system. These various regulations covered the gamut from 
mandated health benefits to State Certificate of Need requirements 
for hospitals and nursing homes. 

We systematically tallied both the benefits and the costs associ- 
ated with these regulations, finding the expected costs of regulation 
in health care amounted to $335 billion in 2002. As shown at the 
bottom of Figure 2, our estimate of benefits for these regulations 
was about $207 billion, leaving a net cost of $128 billion. 

Three areas account for the lion’s share of this net burden. The 
medical tort system, which includes litigation costs, court expenses, 
and defensive medicine totals $81 billion. FDA regulation adds an- 
other $42 billion, and health facilities regulation adds yet another 
$29 billion. Thus, the States and Federal Government both have 
roles to play in finding ways to trim regulatory excess. 

Now, how does this all relate to the uninsured? Our bottom-up 
look allowed us to determine that the net cost of regulation borne 
by the health industry itself is about 6.4 percent, meaning that 
health expenditures and health insurance premiums are at least 
that much higher than they would be absent regulation, or excess 
regulation. Based on consensus estimates about the impact of high- 
er premiums on how many would likely drop health insurance, this 
increased cost implies a 2.2 percent reduction in the demand for 
coverage, and this translates into nearly five million uninsured 
whose plight might reasonably be attributed to excess regulatory 
costs. 

But, of course, there is a different way to look at this burden, as 
well. In light of the $35 billion in subsidized care that is already 
provided to uninsured patients every year, researchers have re- 
cently estimated it would only cost $34 to $69 billion in added 
health spending to cover all of the Nation’s uninsured. 

In light of these figures, the potential opportunity costs of this 
regulatory burden become very clear. The average estimates from 
both our top-down and bottom-up look at this problem suggests 
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that we could cover this cost several times over. Admittedly, our es- 
timates are still preliminary, and we are now engaged in a process 
of careful review of all of them. But it seems unlikely that the ad- 
justments yet to come in our figures would alter this central con- 
clusion. The net burden of health services regulation likely exceeds 
the annual cost of covering all 44 million uninsured. 

So a legitimate policy question is whether any unmeasured bene- 
fits of this apparent excess regulation outweigh the benefits of cov- 
erage for all Americans. For example, in the context of the lOM 
finding, that 18,000 uninsured die every year due to lack of cov- 
erage, is maintaining the full extent of our current regime of health 
regulation worth letting that continue? This is not a question for 
me to answer, but I hope that you will seriously consider it as you 
wrestle with one of the most challenging health policy issues now 
on the national agenda. Thank you for your time. 

The Chairman. Thank you. Doctor. Those are obviously fascinat- 
ing findings that will have a significant impact on this debate, I 
suspect. 

[The prepared statement of Mr. Conover may be found in addi- 
tional material.] 

The Chairman. Dr. Wilensky? 

STATEMENT OF GAIL R. WILENSKY, SENIOR FELLOW, 
PROJECT HOPE, BETHESDA, MARYLAND 

Ms. Wilensky. Thank you, Mr. Chairman and members of the 
committee. I am going to try to step back and again focus on the 
larger issue of the relationship between increased health care 
spending and the decline in the number of uninsured and the 
major factors that are driving this increase and to put this back in 
the context of the strategies available to you to try to lower the 
number of uninsured. I am going to make about a half-a-dozen 
major points during my five minutes. 

The first is that it would be useful to think about the uninsured 
as a chronic problem rather than an acute one, one that will re- 
quire explicit policy decisions to change, but nonetheless a chronic 
issue, worse during periods of economic decline, somewhat better 
during periods with robust growth, but one that has seen secular 
declines in coverage over the last 25 years. About 25 years ago, 
12.5 percent of the population was uninsured. That number is 
about 15 percent. The number that we have now, about 43 million, 
is about the same as existed in 1997-1998, a period of very robust 
economic growth. 

There are two main reasons that have been cited in the lit- 
erature about why we have seen this decline in coverage over time. 
The first has to do with the changing economic structure, move- 
ment more toward the service sector, part-time and entrepreneurial 
jobs, changes, frankly, that Members of Congress are not likely to 
be able to change. 

But the second has to do with increased health care spending rel- 
ative to growth and income. What we have seen looking at the long 
haul, the last 50 years, is that, on average, there has been a four 
percent increase per year per person in real spending on health 
care compared to an increase of about 1.5 percent growth in real 
terms per person per year in the economy. 
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There was an interesting diversion from that trend in the 1990s, 
when the growth in health care spending was closer to two percent 
per year in real terms, per person per year, and there may be some 
things for us to learn about some of the changes that allowed us 
to get off that long-term growth spending period in the economy for 
health care. 

Now, in asking whether or not increased spending is really a 
problem, you tend to get different answers over time depending on 
who is being asked. At one level, you could say as long as people 
feel they are getting increased value for their health care spending, 
it may indeed be possible to continue spending parts or most of our 
increased growth in the economy on health care. But clearly, when 
it comes to matters regarding the uninsured, increased health care 
spending is a problem. 

It makes it more expensive to try to lower the numbers of unin- 
sured and we know that increased health care spending is itself as- 
sociated with increasing numbers of uninsured. So while in general 
it may not be an issue if we actually feel we are getting increased 
value for the spending, when it comes to reducing the number of 
uninsured, it will make the problem much more difficult to resolve. 

There are a number of issues in terms of why we have seen this 
health care spending. You have heard many of them mentioned al- 
ready. I am just going to summarize them briefly. 

Advances in medical technology, something that we are all proud 
of that this committee in particular has helped to promote. In 
health care, technology tends not to be associated with lower 
spending the way it is in other sectors of the economy, where new 
technology usually provides services at a lower rate as well as 
higher quality, or they are not adopted unless the payers are will- 
ing to pay more, and the question of why that doesn’t happen in 
health care is an interesting and important one. 

Medical liability, an issue that has been raised in Congress a 
number of times, the direct costs and practice of defensive medicine 
is an issue that drives health care spending. Lifestyle issues, par- 
ticularly tobacco and now, as we know, obesity, has had a major 
impact in terms of increasing health care spending. 

Our system of reimbursement, as we have already heard, that 
doesn’t pay for performance, that, in fact, pays for the correction 
of defects as well as the provision of the defect in the first place, 
is part of the driver of health care. 

And the way most of us get health care in the United States, em- 
ployer-sponsored insurance, encouraged in large part by the tax ex- 
clusion, has been a driver in its own right in terms of health care 
and encouraging people to regard health care spending and the 
purchase of insurance as their employer’s money rather than their 
own money as an employee. 

There are a number of steps, and you have heard many of them 
already this morning. Trying pay for performance initiatives, some- 
thing the government is doing to a small extent through the Cen- 
ters for Medicare and Medicaid Services; providing better informa- 
tion on the cost-effectiveness of new technologies and therapeutics, 
an issue that Dr. Davis talked about this morning; meshing patient 
safety measures with tort changes as a way to try to bridge what 
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has been a very difficult impasse for the Congress; and exploring 
alternatives to the tax exclusion for employer-sponsored insurance. 

There are also a number of ways to try to reduce the number of 
uninsured, and again, they have been mentioned this morning, try- 
ing to find ways to expand access to some of the public programs; 
using the waiver process to expand Medicaid and expanding Medic- 
aid itself; providing financial subsidies to individuals and access to 
group insurance, either through fundable tax credits or through 
other strategies; and providing mandates either on individuals or 
on employers. And as we have seen in legislation that has been 
raised, it is possible to mix and match some of these strategies. 

It is important, though, as you go forward in talking about these 
issues of reducing the number of uninsured to remember that any 
strategies that you find to reduce the rate of spending in health 
care will make it that much easier to provide coverage to the unin- 
sured and will reduce the likelihood that you will have increases 
in the uninsured in the future solely driven by the increased health 
care spending. Thank you. 

The Chairman. Thank you. Doctor, very much for that input. 

[The prepared statement of Ms. Wilensky may be found in addi- 
tional material.] 

The Chairman. We have a large number of members participat- 
ing in this hearing. That reflects the interest, obviously, and the 
importance of the topic. Again, we do have votes that are going to 
hit us here. So what I going to do is limit time to five minutes and 
hope members can stick to that. Then we can get everybody in be- 
fore we start voting. 

I will pass on my opportunity to ask questions and wait until the 
end here. If Senator Kennedy does return, he will obviously go to 
the top of the list, but the list as I have it by arrival would be Sen- 
ator Enzi, Senator Murray, Senator Harkin, Senator Sessions, Sen- 
ator Alexander, and Senator Dodd, in that order, so we will start 
with Senator Enzi. 

Senator Enzi. Thank you, Mr. Chairman. I appreciate Dr. Holtz- 
Eakin coming 2 days in a row to the Hill. Yesterday it was bank- 
ing, today a completely different subject. I appreciate the informa- 
tion that you provided both times. 

In your testimony, I am a little confused between the three col- 
umns that are used, the uninsured at any time, the uninsured all 
year, and then the distribution of population uninsured all year. 
Are the first two columns the percentages of just the nonelderly 
people and then the last one is of the population as a whole, wheth- 
er they are elderly or not? I wasn’t sure what the third column rep- 
resented. 

Mr. Holtz-Eakin. The first two columns are just for nonelderly. 
So, for example, for uninsured at any time during the year, 26.8 
percent of those less than 19 were uninsured at any time during 
the year. Seven-point-three percent of those less than 19 were un- 
insured all year. 

The final column tells you of all the ages. Out of all the people 
who are uninsured all year, nearly 25 percent were less than 19. 
Fourteen percent were between 19 and 24. And so all the ages will 
add up to 100 percent of those uninsured during the entire year. 
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Senator Enzi. The accountant in me made me wonder sometimes 
when it went over 100 percent in a category. 

I found it very interesting that 25 percent of the uninsured make 
more than 200 percent of the Federal poverty level. That was from 
page five, and then on page six, there is a little different way of 
evaluating it, which is based on their health and not by age. Of 
those who consider themselves in excellent health, almost 29 per- 
cent don’t have insurance. Very good health, 33 percent don’t have 
insurance. And good health, 24.5 percent have insurance. So it 
looks to me like 86 percent of the people that are uninsured figure 
that they are in good enough health that they don’t need insurance. 

In the Medicare bill that we passed, we had a provision for 
health savings accounts. I am of the belief that they will help to 
take care of some of these people, so they put away a little money 
while they are still in very good or excellent health. Is that a feel- 
ing that you have, that the change that we made might make that 
kind of a difference? I noticed that there was an evaluation of how 
much that would cost. 

Mr. Holtz-Eakin. Well, certainly part of the message in the tes- 
timony is that to the extent that the final consumer of medical 
services is insulated from any cost consequences, it feeds into the 
system of a set of economic incentives which can adopt expensive 
technologies which may not be worth it, in some sense. We may de- 
cide to spend more on health care as a Nation, but you don’t want 
to spend more than is worth it. Third-party payers, which insulate 
people from the cost consequence of their decisions, are part of 
that. 

To the extent that health savings accounts put individuals in a 
position where they evaluate and have the information to evaluate 
the quality of what they are buying, so they get the benefits and 
cost tradeoff exactly right, then that is a step toward that direction. 
The flip side is you have to make sure that when people are young 
and in excellent health and they are in that, they are looking for- 
ward to the possibility they may not be and you don’t just get a 
selection issue where only those people in excellent health take ad- 
vantage of that for the tax advantages and the folks who are not 
in excellent health are in a different pool. So those are the issues 
in those kinds of accounts. 

Senator Enzi. I appreciated Dr. Conover’s statistics on the cost 
of regulation and hope that we can find some data that also will 
show how much of the costs are due to new technologies and medi- 
cal liability insurance and those sorts of things. 

Dr. Davis, you said that there was a major increase in the num- 
ber of underinsured. That suggests that there might be some 
agreed upon level of insurance. Would that also mean that there 
are some that are overinsured? How is that level determined? 

Ms. Davis. There was one major study in the Journal of the 
American Medical Association that defined underinsurance as 
being at risk of spending ten percent of your income directly out 
of pocket on health care. If everyone in this country had a $1,000 
deductible health insurance plan, about a third of people would pay 
more than ten percent of their income if something serious hap- 
pened like they were hospitalized. So that is kind of the rule of 
thumb. 
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In terms of your point about overinsurance, certainly there is 
some overuse of health care services. In our international surveys, 
we found patients reporting getting the same test more than once 
when they saw different doctors. A lot of that overuse is driven by 
physicians or the health care system that don’t have electronic 
records to find the old test results and our compensation system 
that pays physicians more for doing more procedures. We don’t 
really have clinical guidelines or standards to really indicate when 
insurance shouldn’t pay for a service like an MRI because a cheap- 
er test would have worked just as well. 

Senator Enzi. I feel that there is a lot more information there, 
but my time has expired. I would ask for permission to submit 
some questions in writing and also to have a full statement in the 
record. 

The Chairman. Absolutely. That, of course, is always a member’s 
opportunity. 

[The prepared statement of Senator Enzi follows:] 

Prepared Statement of Senator Enzi 

Mr. Chairman, the United States has the best healthcare system 
in the world. Our main challenge is how to extend the blessings of 
this system to as many Americans as possible. 

We need to eliminate factors that contribute to the rise in 
healthcare costs but don’t contribute to improving the quality or 
availability of that healthcare. We can’t make health insurance 
more affordable if we don’t make healthcare services more afford- 
able. 

But healthcare today is complex. Changes in law and regulation 
often have unintended consequences, and we’ve seen this effect 
time after time in healthcare policymaking. 

That’s why I commend you for holding this hearing. We need to 
understand why healthcare costs are increasing before we take any 
major new steps aimed at reducing the number of people without 
health insurance. As a member of this committee and of the Senate 
Republican Task Force on Health Care Costs and the Uninsured, 
I am ready and willing to work with you on this critical issue. 

We’re going to hear testimony today about a number of the “cost 
drivers” that influence the rate of growth in healthcare spending. 
There are many factors which can be cited as cost drivers: patient 
demand, new technologies, provider expenses, litigation, govern- 
ment regulation, labor shortages, quality deficiencies, and cost-con- 
trol incentives or the lack thereof, to name several. 

Take medical litigation, for instance. The continued rise in medi- 
cal malpractice premiums contributes to the rise in healthcare 
spending as physicians and hospitals pass those costs along to pa- 
tients and their health insurers. Our medical litigation system also 
encourages costly “defensive medicine” — the ordering of unneces- 
sary tests and procedures — as protection against lawsuits. 

But the flaws with our current system of medical litigation go be- 
yond rising premiums. Studies show that the likelihood and the 
outcomes of lawsuits and settlements bear little relation to whether 
the healthcare provider was at fault or whether the outcome of the 
procedure was avoidable — or unavoidable. 
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The absence of a strong association between payouts and neg- 
ligence means that medical litigation does not provide much of a 
deterrent effect. Without this deterrent effect, providers won’t have 
a true financial incentive to get to the bottom of our medical-error 
problem. We need to revamp our medical litigation system to en- 
sure that the truly injured get just and timely compensation, while 
at the same time ensuring that the truly negligent providers are 
the only ones who are punished. 

The nature of our medical litigation system is one of the outright 
problems with our system that must be fixed. The nature of some 
of the other “cost drivers” is not so clear-cut, however. 

Take technology, for instance. We can all agree that the inappro- 
priate or inefficient use of drugs, medical devices, and other new 
technologies contributes to some extent to the recent escalation in 
healthcare costs. 

But technology can save money as well, not to mention improve 
the quality of our lives. Today, we can repair damaged hearts 
through tiny incisions in the chest, instead of by cracking some- 
one’s chest open. A lower risk of infections, a lessened need for 
medications, a shorter hospital stay, and a quicker recovery time — 
all of these are benefits of the modern technologies that enables 
these new heart procedures. 

Technology is our best hope for new and cost-effective treatments 
for some of the biggest medical challenges — not just heart disease, 
but cancer, Alzheimer’s, and diabetes as well. In our haste to en- 
sure that money is spent wisely on technology, we must take care 
not to stifle the development of the next wave of medical miracles. 

The list of cost drivers I cited earlier doesn’t include perhaps the 
biggest cost driver of all — us. The decisions we make — and don’t 
make — about our own health play a huge role in the cost of 
healthcare today. Unfortunately, this factor doesn’t get the atten- 
tion it should. 

According to the Centers for Disease Control and Prevention, 
more than 90 million Americans live with chronic diseases. Rough- 
ly 75 percent of our annual $1.4 trillion in healthcare expenditures 
is attributable to chronic diseases. 

The tragedy is that most chronic diseases can be prevented by 
good eating habits, proper exercise, and other positive behavioral 
changes. Obesity, for instance, is linked to diabetes, heart disease, 
stroke, osteoarthritis, cancer and other chronic diseases. According 
to a recent study, obese Americans accumulated $75 billion in 
weight-related medical bills in 2003, and Medicare and Medicaid 
directly paid for more than half of those costs. 

I don’t raise this issue to single out or point fingers at obese peo- 
ple. I recognize that some people have a strong genetic predisposi- 
tion to obesity and have a difficult time losing weight on their own. 
My point is that if we all took greater personal responsibility for 
modifying our unhealthy behaviors, we’d collectively do more to re- 
duce our overall healthcare spending than any government inter- 
vention could do. 

We also need to be more responsible for our own healthcare utili- 
zation. Those of us with private and public health insurance need 
to recognize that a visit to the doctor or the pharmacy doesn’t cost 
us 5 or 10 or 20 dollars — that’s just the co-payment. We pay the 
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rest of the bill in the form of higher insurance premiums and high- 
er taxes. 

Most forms of third-party insurance distort the impact of our life- 
style decisions and healthcare choices. We would pay more atten- 
tion to our personal behavior if we weren’t insulated from the rami- 
fications of our decisions. 

That’s one reason I supported a significant step we took in last 
year’s Medicare bill toward reducing the number of uninsured in 
America. I’m referring to the expansion of health savings accounts 
(HSAs) from a pilot program to a full-fledged health insurance op- 
tion for all Americans. 

HSAs combine a high-deductible insurance policy for catastrophic 
expenses with a personal spending account that each HSA policy- 
holder will control for his or her routine healthcare costs. tJnlike 
flexible spending accounts, people who own HSAs will be able to 
roll over to the next year any unused funds in their personal ac- 
counts. 

“Consumer-directed” insurance options like HSAs will encourage 
people to take greater ownership of their own healthcare decisions. 
A person who owns an HSA will have a greater incentive to invest 
in preventive care that will help him or her avoid unnecessary trips 
to the doctor or hospital. HSAs also create an incentive for people 
to make the types of lifestyle changes that will result in better 
health and fewer expenditures from their personal HSA spending 
account. 

HSAs have already proven to be attractive to people without 
health insurance — four of every ten people who participated in the 
pilot program of medical savings accounts (MSAs) were previously 
uninsured. HSAs should be particularly attractive to younger and 
healthier people who don’t think it’s a good financial deal to pur- 
chase traditional third-party health insurance. This is a good thing, 
by the way — if more young and healthy people purchase health in- 
surance, the overall health insurance risk pool will improve, and 
there will be fewer unpaid medical bills because of catastrophic in- 
juries or illnesses among the uninsured. 

The bottom line is that health savings accounts will allow people 
to design their own personalized insurance plans. People will use 
the money that they and their employers put in their own accounts 
to pay for the benefits they want, Imowing that they will be pro- 
tected from financial ruin in the case of a catastrophic illness. Peo- 
ple deserve to be able to choose a lower-cost plan that gives them 
the freedom to balance value and cost, and HSAs will give them 
that choice. 

This brings me to the final point I’d like to make before we hear 
from our witnesses. Everyone knows by now that there are approxi- 
mately 43 million Americans without health insurance. What we 
don’t often hear is that these 43 million Americans are uninsured 
for a variety of reasons. 

Some of the 43 million Americans without health insurance can’t 
afford the insurance plans that are available to them. Some can af- 
ford to buy a policy, but decide not to pay for it. 

Some of the 43 million Americans without health insurance can’t 
afford even a low-cost plan. Some can’t find a low-cost plan because 
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the insurers in their state must offer a long list of mandated bene- 
fits, and therefore can’t offer them a less-expensive alternative. 

Some of the 43 million Americans without health insurance have 
been without it for a year or more. Some have only been without 
it for a few months. 

We can’t look at uninsured Americans as one big group in need 
of one big solution. We need to identify those who really cannot af- 
ford to purchase health insurance, and identify some solutions that 
would make health insurance more affordable for them, based on 
their particular needs. And we need to do this in the context of re- 
ducing healthcare costs for everyone. 

Mr. Chairman, I again commend you for holding this hearing so 
that we can take a hard look at this issue before we leap into de- 
signing solutions. We need to keep in mind that uninsurance is a 
chronic problem. It didn’t just suddenly appear. It’s been a problem 
for decades. Eliminating the uninsured can’t realistically be done 
in one bill or one session of Congress. 

I believe we have already taken steps toward making health in- 
surance more affordable. However, that doesn’t eliminate our re- 
sponsibility to continue making progress here in 2004. We need to 
keep moving to help extend the benefits of our healthcare system 
to more Americans. I look forward to working with you, Mr. Chair- 
man and the members of this Committee as we strive to make 
healthcare and health insurance affordable for all Americans. 

The Chairman. Senator Murray? 

Senator Murray. Mr. Chairman, thank you very much for hav- 
ing this hearing. I think this is really important that we explore 
some of the costs behind the rising health care costs and the grow- 
ing rates of uninsured and the testimony was, I think, excellent 
from everyone who is here. I think it is showing all of us that this 
is not a one simple solution issue, that there are a lot of different 
things to look at. 

I think we have to recognize we are not just talking about the 
unemployed. We are talking about a lot of working families who 
simply don’t get affordable health insurance. The jobless recovery 
that we are in is affecting a lot of people in my home State of 
Washington. We have 650,000 people who are uninsured today and 
we have one of the highest unemployment rates in the Nation. It 
goes hand in hand. So any kind of solution we find has to deal with 
a comprehensive approach and I think this is good to be able to ex- 
plore some of this. 

But let me ask a question because it is one that I think many 
of us often get hit with, that the solution is a cap on noneconomic 
damages in medical malpractice cases. I think we all agree frivo- 
lous lawsuits are a problem we need to deal with, but I fear that 
if we have a narrow approach, that we don’t really address some 
of the roots of the problem with medical safety and overuse of test- 
ing, whatever it is, insurance reforms that we are simply going to 
put a band-aid on and not do anything. 

Let me ask a direct question. Dr. Holtz-Eakin, because in your 
testimony, you said that medical malpractice insurance accounts 
for less than two percent of all health care related costs, and I 
heard Dr. Conover say it costs more than $81 billion. What is the 
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real cost of medical malpractice and will caps on noneconomic dam- 
ages get to the real problems that we face with rising costs? 

Mr. Holtz-Eakin. In terms of the setting, I think it is important 
to distinguish between the level of any cost and any growth rates. 
To the extent that there is built into the level some impact from 
the tort system, there is less evidence that there is a rising trend 
that would affect the growth rate of national health spending. 

CBO has done some work in this area, and indeed, in some cir- 
cumstances, you can find that tort reforms, caps on damages, do 
have impacts on malpractice premiums. However, as you noted in 
your statement and as we note in our report, even fairly large 
changes in malpractice premiums constitute a very small fraction 
of overall health insurance costs and a small fraction of health 
spending in the United States as a whole. So that is not a dramatic 
avenue to change the total spending path in the United States. 

Senator Murray. Would anybody else care to comment on that? 
Yes? 

Ms. WiLENSKY. I think you need to distinguish between two 
types of costs related to liability. The first is the cost you have been 
discussing, the cost of premiums and the total dollar of health care 
spending and I think that is relatively small. 

What may be a larger cost, but it is unfortunately very difficult 
to measure, is the cost of what has been termed as defensive medi- 
cine, that is practices of tests and X-rays, imaging, etc, that are 
done for fear of having a bad outcome and not having done all test- 
ing possible. This is potentially much greater. It is difficult to esti- 
mate because it is difficult to define and because it is confounded 
by the reimbursement system. A lot of what we see reflects pres- 
sures to do more when doing less might be just as well, but you 
put yourself at risk as a physician. If a bad outcome occurs, the re- 
imbursement system also 

Senator Murray. Well, is the only reason a doctor asks for addi- 
tional medical because they fear liability or are there other rea- 
sons? Perhaps they profit from it. Perhaps the patients demand, 
and we see tons of advertisements on television, I know patients 
go in and demand things based on what they have seen. Aren’t 
there other causes, as well for that? 

Ms. WiLENSKY. There definitely are. There is some indication 
that putting a cap in place will reduce somewhat the premiums. 
There are some proposals that have come out that attempt to link 
improvements in patient safety with ways to compensate for inju- 
ries that occur, avoidable injuries that occur, and it may provide 
some way to get over the impasse of only looking at capping mal- 
practice awards made. 

There is some indication that capping the award will provide 
some reduction in premium and therefore in spending, but it is far 
more complicated than that, as you have indicated. 

Senator Murray. And if you don’t deal with the fact of medical 
errors and patient safety, then we have turned the system on its 
head, as well, is that not correct? 

Ms. WiLENSKY. I agree. 

Mr. Conover. I would like to make clear that in my figures, $25 
billion of the medical malpractice is the insurance premiums and 
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another $70 billion is our estimate of defensive medicine costs. And 
I agree with Dr. Wilensky, it is very difficult to measure that. 

Senator Murray. Dr. Holtz-Eakin? 

Mr. Holtz-Eakin. I just wanted to point out that defensive medi- 
cine is an ongoing area of research at CBO. We have been able to 
find some evidence of links between malpractice, defensive medi- 
cine, in areas associated with heart ailments. But in using the 
same research methods in other areas, we find less evidence. The 
most widely cited study finds that defensive medicine accounts for 
about one percent of overall health spending, so the magnitudes 
are useful to keep in mind. 

Senator Murray. Thank you. I know my time has run out and 
I do have other questions I will submit. Thank you. 

The Chairman. Thank you. Senator Murray. 

Senator Harkin? 

Senator Harkin. Thank you, Mr. Chairman. 

Well, let me see, I think it has been about 15 years now that I 
have been on this committee, 18 years maybe now, and we always 
have these kind of hearings and this goes on year after year, year 
after year, and we keep dancing around the issue. We talk about 
different things but we don’t really get to the core of the problem. 

What is driving health care costs and the uninsured? Well, the 
uninsured, obviously it is the fact of lack of a national health care 
system. But as Senator Murray said, this has many parts. But 
first, we have to realize we don’t have a health care system in 
America. We have a sick care system. If you are sick, you get care, 
but there are absolutely no incentives, nothing in there to try to 
keep you healthy in the first place. 

Now, Dr. Wilensky was the only one that mentioned it, lifestyles. 
The fact is, if we want to focus on what is driving health care costs, 
it is the lack of preventative health care in America. That is what 
is driving it, and we never get to it. Just take some examples. 

Chronic diseases account for 75 percent of the Nation’s health 
care costs each year and most are preventable. The annual costs 
of cardiovascular disease, $352 billion; obesity, $117 billion and ris- 
ing; diabetes, $132 billion; smoking, more than $75 billion; un- 
treated mental illness, $79 billion. In fact, major depression right 
now is the single leading cause of disability in the United States. 
So clearly, keeping people healthy is more cost effective than treat- 
ing diseases related to unhealthy behaviors. 

Let us assume for a minute I bought a new car. What would you 
think if I took that car and I drove it off the lot and I never 
changed the oil, I never checked it, I never checked the water, I 
never did anything to it and I just kept driving it and finally the 
engine seized up. I took it to the garage and they said, put in a 
new en^ne. Well, you would probably think I was a little crazy, not 
to mention a little irresponsible. 

The same principles apply in health care policy. You either pay 
a little now or you pay a lot later. It is common sense. It is time 
our national health priorities reflected that. Our health system is 
in a downward spiral of paying a lot later. If we are going to bring 
down health care costs, what is driving it, we must give people ac- 
cess to preventative health care. Give them the tools to stay 
healthy and provide incentives. 



20 


I will mention a company in Des Moines, Iowa, Townsend Engi- 
neering. Ray Townsend a few years ago decided — a small manufac- 
turing plant, not a stockholding plant. He owned it himself. He de- 
cided he was going to change his plan. He took all the people and 
he put them on a health program. He built a gym right next to his 
facility. He gave his employees benefits, bonuses, free vacations, if 
they cut down on smoking. He hired a full-time physical trainer for 
every one of his employees. 

Guess what happened? Smoking went to zero. His sick days went 
down precipitively. His production went up. The productivity rate 
went sky high. But guess what didn’t go down — his health insur- 
ance costs because he was in a pool with everybody else, but he re- 
alized that he was better off and his plant was better off and he 
was more productive and he was making more money because his 
people were healthy. But he did that on his own dime. There were 
zero incentives for Ray to do that. 

Well, we could take a lesson from that and start providing those 
kinds of incentives, not only just for businesses, but for schools and 
everything else. In the coming months, again, I will be addressing 
these. I am going to introduce a package of legislation to folks on 
nutrition, physical activity in schools — kids don’t even have phys- 
ical activity in schools anymore. Eighty percent of the elementary 
school kids in America today have less than one hour of P.E. every 
week. Tell me why they are getting fat and obese when they get 
older. Focus on mental health, tobacco cessation, prevention and 
treatment, consumer awareness, responsible marketing practices. 

I will tell you one other thing. We put $4 million in the last farm 
bill, $4 million. We took four States, 100 schools, elementary, mid- 
dle, and high school, and we said, what would happen if you gave 
free fruits and vegetables to kids? Free during the day, anytime 
they want it. Pick up an orange. Pick up an apple. Pick up a ba- 
nana, kiwi fruit, strawberries. Give them free fruits and vegetables, 
broccoli, cauliflower, celery, whatever. 

Guess what happened? Now, we have only had about a year of 
this that it has been in effect, a little over a year. You check those 
schools in Michigan. You check them in Ohio. You check them in 
Iowa. You check them in Indiana. In every single one of those, kids 
are eating healthier. Some schools have taken out vending ma- 
chines because the kids aren’t putting money in the vending ma- 
chines any longer. These are the kind of incentives we have got to 
start putting in there. 

Food stamps — food stamps — you can still on food stamps, you can 
get Twinkles but you can’t get vitamins or folic acid for women on 
food stamps. What sense does that make? 

So again, we keep dancing around this all the time, and we can 
talk about insurance, we can talk about tort reform, we can talk 
about all the new equipment and stuff. I am telling you, until we 
start focusing on preventative health care, and until all you doctors 
and all you experts start telling us that we have got to build in in- 
centives, we have got to start with kids early in life, and we can’t 
keep going down this road any longer or we are going to be here 
another 15 years talking about this. 

You are the experts out there. What is driving health care costs? 
It is the lack of preventative health care in America. It is chronic 
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illnesses. Seventy-five percent, as I mentioned, go to chronic ill- 
nesses and these are preventable. 

My time has run out. I didn’t have a question, I just had a state- 
ment. Thank you. [Laughter.] 

The Chairman. That was excellent testimony. [Laughter.] 

Senator Alexander? You can direct questions at the other panel 
members. [Laughter.] 

Senator Alexander. Thanks. Thanks, Mr. Chairman. I enjoyed 
Senator Harkin’s statement. I have met Ray Townsend, and that 
is an impressive operation in Des Moines, Iowa. 

We are beginning to discuss the reauthorization of higher edu- 
cation, and as we talk about costs of health care, I think it is im- 
portant to remember that we don’t have unlimited dollars in the 
country and we must make choices. As Dr. Wilensky was talking 
about the 1.5 percent increase in the economy but the four percent 
increase in health care costs except for part of the 1990s, I was 
thinking about what has been happening in my State. One of the 
consequences of the increased cost of health care has been, I think, 
to damage and underfund higher education. 

For example, when I left the Governor’s office in Tennessee in 
1987, we were spending 50 cents out of every dollar on education 
and 15 cents on health care. Today, the State of Tennessee is 
spending 40 cents of every tax dollar on education and 31 cents of 
every tax dollar on health care. So it has gone from 15 cents to 31 
cents on health care, and 50 cents to 40 cents in education, so you 
can see where that has gone. 

The question I have — Dr. Holtz-Eakin and Dr. Wilensky, you 
may particularly have comments on this but others may as well — 
is if you have been thinking about solutions to the health care 
costs. I have been intrigued by suggestions for dealing with the un- 
insured. One solution we have heard about for a long time is a sin- 
gle-payer system. Another suggestion is that we move — that we 
disconnect the provision of health care from the employer, a prac- 
tice we got into, I guess, in World War II, perhaps accidentally, and 
that we move toward a system that would require individuals to 
buy their own health care — ^basic insurance with the government 
perhaps helping the poor and providing some sort of catastrophic 
solution. 

The reason I bring that up is I am thinking about the challenge 
that we have as a country of keeping our jobs in worldwide com- 
petition over the next ten or 20 years as we compete with China 
and Southeast Asia and other countries. Our businesses won’t be 
able to provide those jobs if their costs are so much higher than 
businesses that operate outside the United States. One of the 
major costs they have is health care and they will have enormous 
pressures to decrease providing health care. We will have less 
health care, and we will have fewer jobs if the businesses continue 
to provide the brunt of the health care costs. 

So how practical would it be to disconnect the health care sys- 
tem, health care insurance, from employers, not by shifting it to a 
single-payer government system but by shifting it to a system 
where individuals would buy an individual insurance policy and 
the private sector would still be involved? Dr. Holtz-Eakin, have 
you given any thought to that? 
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Mr. Holtz-Eakin. We have not analyzed any specific proposals, 
but I think there are a couple of comments I can make in that 
area. 

The first is, let me just touch on the notion of international com- 
petition and costs for employment. Costs are best measured rel- 
ative to productivity, and indeed, U.S. workers are highly produc- 
tive. So it is not just a cost comparison. It is always cost relative 
to what you get and our labor provides more than do comparable 
laborers around that globe and for that reason we can afford higher 
labor compensation in all forms, including health care. 

It was interesting that in the example that the Senator cited his 
workers were more productive. I think that is part of a lesson 
there. It was not so much about health insurance but also about 
raising productivity of workers. 

But the example is typical of the centrality of employer-spon- 
sored insurance in our system. The data we provided indicate that 
a lot of short spells have to do with labor market transitions quite 
likely, and so for better or for worse, we have gotten the labor mar- 
ket and the health insurance market intertwined. There is no ques- 
tion about that. 

And then I think the final thing that really stands out is regard- 
less of whether you do it at the individual level or the employer 
level, the notion that individuals are insulated from the cost of 
their decisions. Again, to use the same scenario, if one were to 
treat their car in the way that Senator Harkin described, your auto 
insurance would not pay off. It wouldn’t pay for that new engine 
and you would be cognizant of the costs of mistreating the car. 

Whether it is in preventive care or in sick care, after the fact, 
an employer-sponsored insurance policy or an individual policy has 
to provide incentives for efficient utilization of the care and adop- 
tion of the technologies that are worth it, not just every technology 
that is invented. Those are less to do with being able to cover every 
person in the United States but more about what would be the im- 
pact on the efficiency of the system and the growth in health care 
costs. 

Ms. WiLENSKY. Let me respond more directly to the issue of 
whether moving away from employer-sponsored insurance may 
make people more sensitive. I think the answer is yes. There are 
a number of issues relating to employer-sponsored insurance. One 
of the most serious is that it tends to make people think they are 
using somebody else’s money, their employer’s money, as opposed 
to part of their own compensation package and that exacerbates 
the various factors we have talked about, about why health care 
spending is growing so rapidly. 

But I think at a practical level, you need to decide what we are 
going to do to augment insurance because we are seeing it decline 
in the voluntary employer-sponsored market. Either you can try to 
require employers to do this or you can try to provide financial as- 
sistance and access to group insurance and let individuals choose. 
I think there is a lot of reason to go the second route, to make sure 
people actually get the kind of insurance that they want as opposed 
to what their employer might be choosing on their behalf, and to 
make them clearly aware that this is their money that is being 
spent and it ought to be used wisely. 



23 


You do have to be careful how you do this. The fact is, most of 
us have employer-sponsored insurance and you want to be careful 
about how you set up a system to live alongside this voluntary em- 
ployer-sponsored insurance because it would be extremely disrup- 
tive if we just took away or pushed out all employer-sponsored in- 
surance. 

But the fact is, there has been a secular decline in insurance cov- 
erage. There is going to be continuing increases in the number of 
uninsured even with robust economic growth. That is what the 
1990s proved to us, is that even with a decade of robust economic 
growth, the number of uninsured is likely to increase or only de- 
cline very slightly. 

So what you do to help people without voluntary employer-spon- 
sored insurance, because they are not offered it or they are in and 
out of the labor market or they are part-time or full-time entre- 
preneurs, is very important and that is the opportunity, if you wish 
to use it, where you could move away from employer-sponsored in- 
surance, which, as you have indicated, is a vagary of history of 
World War II and trying to get around wage and price controls. 

Ms. Davis. If I could make a couple of quick points. I think if 
we are really going to cover people, it is going to have to be a 
shared responsibility with both employers and public programs pro- 
viding group insurance. Employers contribute $500 billion toward 
health insurance for workers. It covers 160 million people. So if you 
do away with it, you are going to have to do a lot on the tax side 
to substitute for that. 

Our surveys show it is what people overwhelmingly prefer. They 
think employers do a good job of selecting plans. And it is more ef- 
ficient because you pool risk, you can deduct premiums from pay- 
checks, and you get lower administrative costs than you do in the 
individual market. 

So I think you have to move very carefully to move it all the way 
from employer coverage. It is what people prefer. It makes them 
happy. And even low-wage workers want what high-wage workers 
have, which is good benefits on the job. 

Senator Alexander. Thank you. 

The Chairman. Senator Dodd? 

Senator Dodd. Thank you very much, Mr. Chairman. Thank you 
for holding the hearing. Let me just make a couple of opening com- 
ments, if I can, and then try to get a couple of quick questions, if 
I could. 

First of all, I thank all of you for being here and thank you 
again, Mr. Chairman. Let me first of all associate myself with the 
remarks of Tom Harkin. I think the notion of doing a better job in 
the area of preventive health is something we all would agree on. 
There is less of an incentive, obviously, within the professions asso- 
ciated with health care to move in that direction, but clearly we all 
understand the benefits of encouraging a better lifestyle for people 
and reducing the problems. 

According to the Institute of Medicine, we lose 18,000 people 
every year, they die in this country prematurely because they are 
uninsured. Let me give you some idea of the cost to us. If you are 
not impressed by the financial implications, clearly losing 18,000 
people in the United States prematurely because they are unin- 
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sured ought to startle everyone. I mean, to State this is a crisis is 
like preaching to a choir here. I think everyone here agrees this is 
growing in its magnitude. We have had a ten percent increase in 
the uninsured in this country since the year 2000, now at 44 mil- 
lion people. 

I think it is important to understand who we are talking about 
here. Senator Enzi specifically talked about some aspects of this. 
Two-thirds of the uninsured are poor. They are poor. They are peo- 
ple who are living below 200 percent of poverty. 

Second, these are people who are working. The assumption here, 
I think if you ask most Americans who are the uninsured, they 
think they are a lot of unemployed people. Eighty percent of the 
uninsured in this country hold jobs, in some families holding two 
and three jobs to make ends meet. 

Third, there are 8.5 million of this number who are children. 
Twenty-one percent of the uninsured are kids in the United States 
that we are dealing with here. So that is setting the table in terms 
of the magnitude of the crisis and who, really, we are talking 
about. 

So when I see some of the suggestions being made, and I say this 
with all due respect, but the idea that the answers to these issues 
are going to be tax credits or free savings accounts, if you under- 
stand who are the uninsured and you begin to think about the sug- 
gestions that are being offered, they hardly touch on the problem 
at all. 

The idea of having sort of a tax credit approach, you are talking 
about people who don’t have the disposable income here. The aver- 
age premium for an employer-sponsored health insurance for a 
family was more than $9,000 a year. Now, does anyone realistically 
think that a tax credit approach is going to make much of a dif- 
ference if you understand what the population is? 

The same thing is true with these health savings accounts, with 
all due respect here. Again, who is likely to go into this area, who 
are the uninsured? And if you begin to match up who is going to 
move into a health savings account and who the uninsured are, it 
doesn’t line up very well. 

So the only two real suggestions we have had in this area, the 
tax credit approach and these health savings accounts, just don’t 
really address the two-thirds of the uninsured being poor, being 
children, and being people who are working in places that just 
don’t provide that kind of coverage. 

Now, there are some ideas out there that are being bandied 
about and we need to take some of these ideas and work on them, 
and Dr. Wilensky addressed some of them here in the brief com- 
ments I heard her address. Obviously, they include employer and 
individual mandates, and this is always a painful area to get into, 
but I think we are going to have to really look at this very carefully 
because otherwise it is going to be very difficult to get this kind 
of coverage, and with subsidies for low-income individuals. 

Expansion of existing public programs, I think is obviously an al- 
ternative or establishment of State purchasing pools. I was stunned 
that in this recent so-called prescription drug Medicare reform bill 
that we actually have a prohibition, a prohibition in that legislation 
of having purchasing pools when it comes to prescription drugs. 



25 


Not only is it a disincentive, we are prohibited from doing it — pro- 
hibited from doing it. 

And here, we are talking about one of the major costs in rising 
health care is the cost of prescription drugs. A national bill on pre- 
scription drugs and Medicare reform and we have just banned, 
banned people from pooling together to try and reduce the cost of 
prescription drugs. What is this administration thinking about? It 
is incredible to me to move in that direction. 

So the last couple of points I would just make here is, obviously, 
there are some principles I think we ought to keep in mind as we 
try to address this issue. First and perhaps most importantly is 
any successful program should be comprehensive and affordable 
coverage for low-income working Americans, since they are the 
bulk of what we are talking about here. We should adopt an ap- 
proach that prevents discrimination by providers based on preexist- 
ing conditions and current health status. We should expand exist- 
ing public health programs, such as Medicaid and the SCHIP pro- 
gram for children. 

And finally, we need to pursue a proposal to address the rising 
cost of health care, including the use of inexpensive generic pre- 
scription drugs, better chronic disease management, preventive 
medicine, improving health quality and efficiencies. 

I would like to just quickly address — is that the red light? I had 
a couple of questions on the information technology area. I want to 
ask you. Dr. Milstein, you talked about IT being a reason for rising 
costs. I wanted to get at the question of whether or not it is also 
reducing costs in some areas. I know Dr. Davis addressed that, but 
I wonder if you might address whether or not it could also be a cost 
reducer to move into IT more effectively. 

Dr. Milstein. Thanks. I was referring to high-technology medi- 
cine as a cost increaser. I think information technology, on balance, 
would substantially reduce health care costs. 

Senator Dodd. And Dr. Davis, do you 

Ms. Davis. We know that medical errors lead to longer hospital 
stays, increase charges by about $10 billion, contribute to 33,000 
deaths. So certainly information technology that would reduce er- 
rors, whether it is medication errors, device errors, other types of 
medical errors, could be very beneficial in terms of reduced deaths, 
lower costs, improved efficiency. So yes, moving very rapidly to- 
ward the modern age in information technology is something I 
think all of us would agree with. 

Senator Dodd. Thank you, Mr. Chairman. 

The Chairman. Thank you. There has been an awful lot of good 
information put on the table here today and we very much appre- 
ciate the witnesses’ testimony. 

On a couple of points. Dr. Davis, you said that, and I have heard 
this figure quoted a number of times in a number of different ave- 
nues, that ten percent of the population accounts for 70 percent of 
the cost of health care. Does anybody on the panel have a calcula- 
tion that ties that ten percent as to what stage of life they are in? 
Is that in the final 3 months of life? Is it in the final 6 months of 
life that the majority of that ten percent of the population is in? 
Obviously, it is during an acute illness period because otherwise 
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their health care wouldn’t be so expensive. But is there also a tie- 
in into a stage of life that that ten percent is in? 

Ms. Davis. There is some evidence from the Medicare program 
that about six percent of beneficiaries die in a given year and ac- 
count for 27 percent of costs. So that is a part of the story. But the 
other part of the story are high-cost people who are costly year 
after year. So it is not just end of life here. That is part of it, but 
it is broader than that. It is why, again, targeting disease manage- 
ment, high care cost management, better dealing with asthma — 
some children are in emergency rooms year after year, so managing 
asthma better, managing congestive heart failure better, being able 
to use nurses or even pharmacists sometimes can be monitoring 
people’s compliance with medication, are effective strategies for 
really getting at who it is that is generating the high costs. 

The Chairman. It would seem logical that if we wanted to ad- 
dress the issue of savings in the delivery of health care, that we 
would address this 70 percent of the cost, ten percent of the folks 
that are generating it, which is the acute care issue, which brings 
me back to Dr. Milstein’s point, which was that we could signifi- 
cantly reduce costs by making available the information which 
HHS presently has in its databank. Can you go into a little more 
depth as to how that would occur? Is there a legislative require- 
ment there? Why would that generate savings? 

Dr. Milstein. There are, in some of the examples that I cited, 
large private sponsors and union-sponsored heath benefit plans. In 
the rare instances in which they have enough data in a given geog- 
raphy to precisely profile the longitudinal efficiency and quality of 
doctors in different hospital departments, they have been able to 
save a lot of money on their health insurance costs by beginning 
to either incentivize physicians who perform well on quality and ef- 
ficiency or incentivize their enrollees to begin using physicians and 
hospitals that score better on longitudinal efficiency and quality. 

But most insurance carriers and most private insurance plan 
sponsors don’t have big enough claims databases to precisely pro- 
file and compare the longitudinal efficiency and quality of different 
doctors and different hospital departments in their community. The 
only way that they would have access easily to a big enough data- 
base to be able to do this would be to give them access to the pa- 
tient privacy protected version of the CMS claims database. That 
would allow every private sector health benefit plan sponsor to 
have enough data to precisely identify which hospital departments 
and which physicians were both more longitudinally cost effective 
in terms of total cost, as well as delivering higher quality care, and 
begin to either reward those providers with better payments and/ 
or incentivize their enrollees through reduced out-of-pocket costs to 
preferentially use those providers. 

The Chairman. We don’t have time right now, but if you could 
give us that in a written presentation, but also the ethical implica- 
tions of that when we get into this patient protection issue and how 
we as a committee would be able to address something like that. 

Dr. Conover, you said that you got projections of saving $300 bil- 
lion-plus, it sounds like, if we addressed regulatory activity and im- 
proved it. Do you have specific recommendations for doing that? 
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Mr. Conover. Well, no. First of all, it is $128 billion is the excess 
costs of regulation. 

The Chairman. All right 

Mr. Conover. If you eliminated all regulation, you would save 
$335. 

The Chairman. The net cost is $128, then. 

Mr. Conover. Right. The areas that seem most promising to look 
into would be malpractice reform, FDA regulation, and facilities 
regulation, but our study wasn’t designed to figure out what would 
you do in those areas because we covered 50 different areas of reg- 
ulation. I don’t have the expertise to tell you, okay, in area X, this 
is what you do and you could save so many dollars. All we can do 
is sort of highlight the areas where it looks like costs seem to be 
well in excess of benefits and those would be the targets to sort of 
shoot at. 

Senator Dodd. Mr. Chairman, did you find any cost savings as 
a result of regulation? Did you look at that, as well? 

Mr. Conover. Yes. When we looked at the benefits of regulation, 
that is what the $207 billion in benefits, some of it, it relates to 
cost savings. So yes, we did take that into account. 

Senator Dodd. You did. 

The Chairman. Which brings me to Dr. Wilensky. You were talk- 
ing about, in the issue of tort reform, about trying to get over the 
hurdle of how we do tort reform, which has been a conundrum for 
us as a Congress. You are suggesting some sort of merger of pa- 
tient safety with recovery activity, I guess. Can you give us some 
more definition of that concept? 

Ms. Wilensky. I do think capping awards is a component be- 
cause I do think there is a reduction in the malpractice premiums, 
but it is more than that. There are avoidable injuries that occur 
and there needs to be compensation and there needs to be a tie 
with improving patient safety, and that is really the way that it 
may be possible to get the various parties together. 

We have been talking today about costs associated with medical 
errors and about deaths associated with medical errors and the dis- 
tinction of moving away from the jury trial to expert decision mak- 
ing in terms of 

The Chairman. You are talking about some sort of no-fault sys- 
tem, much as we have with automobiles in some States? 

Ms. Wilensky. Right. That would be a component of it, but it is 
mainly the tying together of improved patient safety with the 
changes in tort to try to provide assurance both to the Congress as 
well as to the public this is not just a question of protecting the 
providers but of actually improving and rewarding patient safety. 

There have been — there are some individuals around the country 
who are doing some work. I would be glad to provide you with 
names or with summaries of the work that they have been doing 
if you would like to know more about this item. 

The Chairman. What you really need to provide us with is 51 
votes or 60 votes. [Laughter.] 

Ms. Wilensky. That may be somewhat beyond my capability. 

The Chairman. Do people wish to ask a second round of ques- 
tions? Is there anybody who has a second round? 
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Senator Dodd. Just a couple. Could I follow up? You have obvi- 
ously looked at California just on this medical malpractice issue, 
and there, they did cap awards. 

Ms. WiLENSKY. Right. 

Senator Dodd. They also did something else in California. They 
capped insurance premiums. Which of those two do you think had 
the larger impact? 

Ms. WiLENSKY. Well, the capping, I haven’t looked at what has 
happened and I don’t actually know the results of the insurance 
capping. One of the questions that you have to watch with regard 
to putting arbitrary caps in place is what else it does, and I don’t 
know what it has done to the insurance system. I know that Ken- 
tucky, which had a number of active measures to change their in- 
surance environment, has driven out most of the insurance in the 
State. And so what you do needs to be looked at in terms of not 
only the intended consequence, but the unintended consequences. 

Senator Dodd. I will just give you an idea. Just in my State, I 
hope I remember these numbers pretty well, but I think we have 
about 9,000 or 10,000 physicians, 31 hospitals, about 12,000 
nurses. We have a screening process, a board that judges whether 
or not, if proven true, the facts would result in a malpractice con- 
clusion. 

As a result of that, I think we are down to around just a handful 
of malpractice suits being brought each year, and I am not exagger- 
ating, just a handful. There is no premium reduction at all. So 
here, despite the fact we are screening, reducing the number of 
suits that are going as a result of the screening process, we see no 
return, no benefit yet that has occurred even though we brought 
the numbers way, way down in my State. 

The Chairman. We may want to have a hearing on that, because 
obviously that is because Connecticut is pooled with some other 
States which maybe aren’t so disciplined as Connecticut. 

Senator Dodd. Maybe that, as well. I don’t know about that. 

Let me ask one other question, just on these health savings ac- 
counts. I wanted to ask you. Dr. Davis. I made the point earlier 
that I thought this was going to be adverse to the poor because of 
who would qualify for health savings accounts. I wonder if you 
would address that. Am I right or wrong about that or do you have 
any other comments to make? 

Ms. Davis. No, I think you are right to be concerned about that. 
First of all, only about eight percent of Americans now have $1,000 
high deductible health insurance plans and those plans really 
aren’t good for people because it keeps them from getting the pre- 
ventive care that you talked about earlier. We certainly know the 
uninsured don’t get preventive care. If you have got a $1,000 de- 
ductible, people aren’t going to get preventive care. 

So it is largely a tax break for higher-income people who can 
both afford a $1,000 deductible out of pocket and can afford to put 
away the $1,000, or even in the Medicare prescription drug bill as 
much as $2,600 every year, both excluding it from income, letting 
it grow tax free, and then taking it out to pay medical expenses tax 
free. 

The other thing it does is split the risk pool. The experience with 
employers that are starting to offer an option of a $1,000 deductible 



29 


with a health reimbursement account is largely healthier people 
who had low expenditures to start with are the ones who go into 
it. So you pull the healthy people out of that and it drives up the 
premiums for other people who don’t have those kinds of policies. 

So I think it is very troubling and very much a move in the 
wrong direction. 

Senator Dodd. And it doesn’t address the notion of who are the 
uninsured. Do any of you want to disagree with what Dr. Davis 
just said? 

Ms. WiLENSKY. My understanding of who is attracted to the med- 
ical savings accounts, it is both the healthy and the very sick. It 
is actually both extremes and not just the very healthy. 

Senator Dodd. On the tax credit ideas. Let me go back. You 
argue 

The Chairman. Can I break in here? I also have some questions 
and we are going to get a vote here, so let me ask a couple of ques- 
tions and then we can come back to you. 

Senator Dodd. Oh, I am sorry. 

The Chairman. Dr. Holtz-Eakin, you mentioned in describing the 
parameters or the demographics of the uninsured that there is a 
large percentage of people who are young and who have income 
and who are uninsured. What percentage is that of the — and then 
you broke the uninsured up into 20 million who are uninsured all 
year, 40 million who are at any point in the year uninsured, and 
so there is a group that is moving in and out of the uninsured pool. 

Of that 20 million who are uninsured throughout the year, what 
percentage are under age 40 and have incomes higher than, say, 
200 percent of poverty or something in that range? 

Mr. Holtz-Eakin. I don’t have the number off the top of my 
head. We have the two pieces independently but not the place 
where they intersect. 

The Chairman. Well, is it 

Mr. Holtz-Eakin. We can certainly get that for you. 

The Chairman. Is it a significant number that we are talking 
about? Basically, what I am looking at is what percentage of the 
people who are uninsured all year are people who basically are 
healthy and are deciding they don’t want to buy insurance with 
their discretionary money? 

Mr. Holtz-Eakin. We have got about 80 percent who are 44 or 
younger, so there is a large number there. 

The Chairman. Eighty percent. 

Mr. Holtz-Eakin. But those are 

Senator Dodd. Eighty percent? 

The Chairman. Are 44 or younger. 

Mr. Holtz-Eakin. Of those who are uninsured all year, ballpark 
numbers doing the math quickly. And then for those who have, say, 
400 percent or more of the poverty line, that is about five percent, 
so it is going to be 

The Chairman. So 200 percent or more would be about how 
many? 

Mr. Holtz-Eakin. Four hundred percent 

The Chairman. How about 200 percent? 

Mr. Holtz-Eakin. Two hundred percent, you would have about 
25 percent. 
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Ms. Davis. Our surveys show that of the uninsured, only five 
percent are uninsured because they don’t want coverage. 

The Chairman. Well, it is not a question of wanting. It is a ques- 
tion of whether they choose to do it. I think there is a percentage 
of our population that if they have a vehicle available to them 
which covers the catastrophic event of falling off their motorcycle 
or getting injured during bungee jumping, they might take that 
policy. 

Mr. Holtz-Eakin. It certainly can be a rational choice to be un- 
insured. 

The Chairman. You take that percentage out of the base. What? 

Mr. Holtz-Eakin. It certainly can be a rational choice to be un- 
insured, there is no question about that. 

Senator Dodd. Let me jump back to the issue. I wonder if any 
of you would just debate with me if you disagree with me. In the 
Medicare prescription drug bill, banning the pooling — why am I 
wrong about that if you disagree with me? 

Mr. Holtz-Eakin. I am a bit curious. If you told me exactly 
which provision you are referring to — there is some confusion, at 
least in my mind. 

The Chairman. The position you wrote a letter on a couple of 
days ago. 

Mr. Holtz-Eakin. It is the Secretary noninterference language? 

The Chairman. Yes. 

Mr. Holtz-Eakin. The CBO’s view on that is that if you have 
private at-risk prescription drug plans delivering this benefit, those 
entities have both the 

Senator Dodd. What about Medicare, under Medicare? 

Mr. Holtz-Eakin. That is what I was talking about. This is the 
Part D benefit. Those firms have the incentives because they are 
at risk for their losses, and they have the tools, the ability to con- 
trol things so that they would have tremendous ability to — an in- 
centive to pursue deals with pharmaceutical companies and as a 
result don’t get the best deal they can and it is not clear why the 
Secretary’s intervention would produce a better deal. They have got 
all the tools and incentives that we can bring to bear. So we 
guessed it would be a negligible impact on the cost of the program. 

Senator Dodd. There is no ban? 

Mr. Holtz-Eakin. The language prohibits the Secretary of HHS. 
That is a ban. However, the fact is that we have the ability of the 
private drug plans to pool large amounts 

Senator Dodd. Why wouldn’t you at least try it? What is the 
point? 

Mr. Holtz-Eakin. Removing the language, the formal letter says 
removing the language would have a negligible impact on the cost 
of the program. 

Senator Dodd. Dr. Davis, do you agree with that? 

Ms. Davis. Anytime you are a small buyer, you have less clout 
than if you are a big buyer. So if Medicare were to negotiate on 
behalf of all 40 million beneficiaries drug prices, they would get 
lower drug prices. If they were to negotiate on behalf of all 280 mil- 
lion Americans, they would get lower prices for all services. That 
is the experience of other countries and that is why the U.S. costs 
are a lot higher than they are in other countries. We pay higher 
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prices for drugs. We pay higher prices for medical services because 
we do not use the purchasing power of the government to achieve 

efficient care or good rates for services 

The Chairman. We are about to step into a debate on rationing 
and nationalization of health care here, which really wasn’t the 
purpose of this panel. [Laughter.] 

The Chairman. But we appreciate CBO’s letter, which did clarify 
the point to some degree. 

I want to thank the panel for their excellent testimony. This is 
a huge issue and I very much appreciate especially the attendance 
of so many Senators and the members of the panel for participat- 
ing. Thank you. 

The committee is adjourned. 

[Additional material follows.] 
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ADDITIONAL MATERIAL 

Prepared Statement of Douglas Holtz-Eakin 

Mr. Chairman and Members of the Committee, I appreciate the opportunity to be 
here today to discuss the characteristics of people without health insurance and the 
factors that contribute to the growth of health care expenditures. While more than 
240 million people in the U.S. have health insurance today through a variety of pri- 
vate and public sources, millions of others do not have such coverage; and the per- 
centage of Americans who are uninsured has risen in each of the last 2 years for 
which information is available. At the same time, health care spending has contin- 
ued to rise. 

In my testimony today, I will discuss some important characteristics of the unin- 
sured population that have received relatively little attention but that have impor- 
tant implications for Federal policies to expand insurance coverage. I will also dis- 
cuss factors contributing to increases in health care spending and will describe the 
relationship between health care costs and insurance coverage. 

Characteristics of the Uninsured Population 

In recent years, it has been frequently stated that about 40 million Americans 
lack health insurance coverage. That estimate, by itself, presents an incomplete and 
potentially misleading picture of the uninsured population. The uninsured popu- 
lation is constantly changing as people gain coverage and lose coverage. Further- 
more, people vary greatly in the length of time that they remain uninsured. Some 
people are uninsured for long periods of time, but more are uninsured for shorter 
periods. 

Policies aimed at increasing insurance coverage will be more effective if designed 
in light of the dynamic nature of the uninsured population as well as the distinction 
between the short-term and long-term uninsured. For people with short spells of 
being uninsured, policies might have the goal of filling the temporary gap in cov- 
erage or of preventing such a gap from occurring. For people with longer periods 
without insurance, policies might seek to provide or facilitate an ongoing source of 
coverage. 

There are several alternative measures of the number of people who lack insur- 
ance coverage. One describes those people who do not have coverage for a sustained 
period (say, 1 year) — the long-term uninsured. Alternatively, another identifies how 
many individuals have experienced any episode of uninsurance during a particular 
period. Finally, the most commonly used measure (a mixture of those two others) 
counts the number of individuals without insurance on any particular day or week. 
Those different approaches yield different numbers because of the continual move- 
ment of people into and out of the uninsured population. The Congressional Budget 
Office’s (CBO’s) recent analysis ^ found that in 1998: 

• Between 21 million and 31 million people were uninsured all year; 

• At any point in time during the year, about 40 million people were uninsured; 
and 

• Nearly 60 million people were uninsured at some point during the year (see Fig- 
ure 1). 

CBO conducted the analysis for 1998 because that was the most recent year for 
which suitable data were available to construct all three measures. More recent 
analyses by researchers at the Agency for Healthcare Research and Quality indicate 
that those three measures of the uninsured remained fairly stable in the subsequent 
period from 1998 to 2001.^ 

About 30 percent of Americans under age 65 who become uninsured in a given 
year remain so for more than 12 months, while nearly half obtain coverage within 
4 months (see Figure 2).^ Those estimates were obtained by CBO using data from 
the Census Bureau’s Survey of Income and Program Participation for 1996 through 
1999. They are very similar to the findings of previous studies that have examined 
earlier time periods. 

People with less education, those with low income, and Hispanics are more likely 
than others to be uninsured (see Table 1). They are also somewhat more likely to 
remain uninsured for long periods. For example, people in families in which no one 


^Congressional Budget Office, How Many People Lack Health Insurance and for How Long? 
(May 2003). 

2 Agency for Health Care Research and Quality, The Uninsured in America — 1996-2002, Sta- 
tistical Brief No. 24, available at www.ahrq.gov. 

3 Congressional Budget Office, How Many People Lack Health Insurance Coverage and for How 
Long? 
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attended college account for 64 percent of uninsured spells of more than 12 months 
but only 49 percent of uninsured spells that end within 4 months (see Table 2). That 
difference probably reflects, at least in part, the fact that people who did not attend 
college are less likely than others to have access to employment-based insurance. 

Adults are somewhat more likely than children to remain uninsured for long peri- 
ods. The availability of Medicaid coverage may explain some of that discrepancy: 
coverage is available to many children in low-income families, but the majority of 
low-income adults are not eligible for the program. In addition, evidence suggests 
that single adults without children may be less inclined to seek insurance, on aver- 
age, than other adults are, which may lead them to experience long spells without 
insurance. 


Figure 1. 

Estimated Number of Nonelderly People Without 
Health Insurance in 1998 
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Source: Congressional Budget Office. 

Note; Tile Survey of Ineome and Program Paiticipatioti is conducted by the Census Bureau . The Medical 

Expenditure Panel Survey is conducted by the Agency for Ilealtbcaie Research and Quality. The 
National Health Interview .Survey is sponsored by the Centers for Disease Control and Preventioii, 
which reports only the poinl-in-tiine estimate. 


Ml Surrey sf Income and Program Participation 
- ^ Medical Expenditure Panel Survey 
I I National Kaalth Interview Survey 



the Entire Year Specific Point in Time During the Year 

During the Year 


The vast majority of the uninsured are in working families. Some 43 percent of 
the people who were uninsured all year in 1998 were in families in which at least 
one person worked full time all year, and 47 percent were in families in which at 
least one person worked part time or for a portion of the year (see Table 1, column 
3). Studies have found that over three-quarters of uninsured workers are not offered 
insurance by their employer. Low-wage workers are less likely to be offered insur- 
ance by their employer and less likely to accept it if it is offered. 
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Figure 2 . 

Distribution of Uninsured Spells Among Nonelderly 
People in a Given Year, by Duration 



More Than 24 Months 


13 to 24 Months 
(13?6) 


Five to 12 Months 
(26%) 


Four Months or Less 
(45%) 


Source: Caiigressional Budget Office based on data from the 1 996 panel of the Survey of tiiconie «k 1 Pro- 
gram Participation, whoch followed respondents over a period of 41 months (fromMnrch 1996 
through July 1999). 

Note: These eslimales im? based on uninsured spells that began between July 1996 and June 1997. 


According to the Census Bureau’s Current Population Survey, the number and 
percentage of Americans who are uninsured increased in 2001 and 2002, after fall- 
ing the previous 2 years.'^ From 2000 to 2002, the number of nonelderly people who 
were uninsured increased from 39.4 million to 43.3 million, or from 16.1 percent of 
the nonelderly population to 17.3 percent.® That rise in uninsurance rates was asso- 
ciated with a drop in the percentage of nonelderly people covered by employment- 
based insurance (from 67.1 percent to 64.2 percent), which was partially offset by 
an increase in the percentage covered by Medicaid and the State Children’s Health 
Insurance Program (from 10.4 percent to 11.9 percent). Those changes in coverage 
rates, while significant, are smaller than those that occurred in the early 1990s, 
when the share of the nonelderly population covered by employment-based insur- 
ance fell by more than 5 percentage points.® 


^Researchers disagree about how the CPS estimates of the uninsured should be interpreted. 
Like many health care analysts, CBO believes that those estimates provide a close approxima- 
tion of the number of people who are uninsured at a specific point in time. See Congressional 
Budget Office, How Many People Lack Health Insurance and for How Longl 
® Paul Fronstin, Sources of Health Insurance Coverage and Characteristics of the Uninsured: 
Analysis of the March 2003 Current Population Survey, Issue Brief No. 264 (Washington, D.C.: 
Employee Benefit Research Institute, December 2003). 

®From 1989 to 1993, the share of the nonelderly population without health insurance rose by 
1.5 percentage points, the share covered by employment-based insurance fell by 5.1 percentage 
points, and the share covered by Medicaid rose by 4.0 percentage points. See Fronstin, Sources 
of Health Insurance Coverage. 
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Table 1. 

Nonelderly People Without Health Insurance in 1998, 
by Selected Characteristics 
(In percent) 


Nonelderly People 



Uninsured 


Distribution of the 

Characteristic 

at Any Time 
During the Yetir 

Uninsured 

Ail Year 

Population 
Uninsured All Year 


Age 


Less than 19 

26.8 

7.3 

24.9 

19-24 

41.9 

14.4 

13.7 

25-34 

31.1 

12.3 

21.9 

35-44 

20.2 

9.3 

19.7 

45-54 

15.1 

7.6 

12.6 

55-64 

14.0 

6,7 

7.2 

Race/Ethnicity 

White, Non-Hispanic 

18.4 

6.3 

48.4 

Black, Non-HisxMiiic 

33.4 

10.7 

15J 

Hispanic 

47.4 

22.5 

30.8 

other 

31.1 

10.9 

5.5 

Family Income Relative to 
the Poverty Level* 

X^ss than 200 percent 

47.9 

19.5 

74.9 

200 percent to 399 percent 

17.4 

5.3 

19.8 

400 percent or more 

6.0 

1.6 

5.3 

Educatioif’^ 

No high school diploma 

50.4 

24,6 

28,4 

High school graduate 

33.1 

12.7 

36.4 

Some college coursework 

22.1 

7.3 

26.6 

Bachelor’s degree or higher 

9.9 

2.6 

8.7 

Family Employment Status* 

At least one full-time 

worker all year 

15.0 

5.9 

4Z9 

Pnn-time or part-year 

work only 

46.1 

16.1 

46.6 

No work 

32.8 

13.1 

10,6 


(Continuixl) 
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Table 1. 
Continued 


Nonelderiy Americans 


Characteristic 

Uninsured 
at Any Time 
During the Year 

Uninsured 

All Year 

Distribution of the 
Population 
Uninsured All Year 

Health Status'' 

Excellent 

23.7 

8.9 

28.8 

Very good 

25,1 

9.3 

32.8 

(3ood 

24.6 

9.1 

24.5 

Fair 

25.1 

8.7 

8,9 

Poor 

25.3 

10.3 

5.1 

Memorandum: 

Total Nonelderiy Population 

24.5 

9.1 

100.0 


Source: Congressional Budget Oflkc based on an analysis of data from tfie 1 996 pjioci of the Survey of 
Income and Program Paiticipalion. 


a. For family-level vniiables, families are defined as health insurance eligibility units, which are composed 
of individuals who could be covered as a family under most private health insurance plans. 

b. Educali on ineasures the highest education level among the adults in the fanuly. 

c. Inhumation on health status was collected only for survey respoudents who were at least 1 5 years of age. 
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Table 2. 

Comparison of the Characteristics of Nonelderly People 
with Short Uninsured Spells and Long Uninsured Spells 
(In percent) 


Duration of Uninsured Spell 


Characteristic 

Four Months 
or Less 

More Than 

12 Months 

Total 

100,0 

100.0 

Age* 

CliildiBn 

47.3 

37.5 

Adults 

52.7 

62.5 

Racc/Ethnicity 

White, Non-Hispanic 

56.7 

48.8 

Black. Non-Hispanic 

19.7 

18.2 

Hispanic 

18.4 

27.6 

Other 

5.2 

5.4 

Family Income Relative to 
the Poverty Level*’'' 

Less than 200 percent 

61.6 

77.0 

200 percent to 399 percent 

26.7 

21.0 

400 percent or more 

11.7 

7.0 

Education**'^ 

No high school diploma 

17.8 

26.6 

High school graduate only 

31.0 

37.6 

Some college 

35.5 

26.8 

Bachelor's degree or higher 

15.6 

9.0 


Source: Congressional Budget Office based on an analysis of data from the 1996 panel of the Survey of 
Licome and Program Participation. 

Note; Estimates in this table arc based on uninsured spells thatbegan between July 1996andJune 1997- 

Pcople with uninsured spells lasting more than 24 months had very similar characteristics to those of 
people with uninsured spells lasting more than 12 months. 


a. Age and education were measured as of the fiist month of the uninsured speii. Education measures the 
highest education level among the adults in the family. 

b. Eamily iiKome relative to the poverty level was computed as the mean over the four-montli period before 
the beginning of the uninsured spell. 

c. For family-level variables, faniili es are defined as health insurance eligibility units, which are composed 
of individuals who could be covered as a family under nssst private health insurance plans. 


Just how much of the recent increase in uninsurance rates results from rising 
costs for premiums, rising unemploymient, or other factors is unknown. Clearly, 
though, losing a joh may put a worker’s employment-hased health insurance at risk. 
In preliminary results from a recent analysis, CBO found that health insurance cov- 
erage rates declined significantly among people who received unemployment insur- 
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ance (UI) benefits for at least 4 consecutive months in 2001 or early 2002. Some 
82 percent of such workers had health insurance coverage (from any source) before 
they began receiving UI benefits, but only 58 percent had coverage by the final 
month of those benefits. Federal legislation (the Consolidated Omnibus Budget Rec- 
onciliation Act of 1985, known as COBRA) requires firms with 20 or more employees 
to continue offering health coverage to workers who separate from their firm. How- 
ever, firms may charge former employees up to 102 percent of the full (group) pre- 
miums for that coverage. Therefore, unemployed workers may face a large increase 
in their out-of-pocket premiums under COBRA. The reduction in coverage estimated 
for recipients of unemplo 3 mient insurance probably stems, in part, from many of 
those people opting not to purchase coverage under that law. 

Rising health insurance premiums resulting from the recent large increases in 
health care spending overall offer a plausible explanation for at least some of the 
reduction in coverage. To explore that issue, I will now discuss the magnitude and 
causes of the spending increases and then turn to what is known about the relation- 
ship between health care spending and insurance coverage. 

Historical and Recent Trends in Health Care Spending 

Health care is a large and growing sector of the economy. The U.S. spent $1.6 
trillion on health care in 2002, an amount more than five times as great in real (in- 
flation-adjusted) terms as that spent in 1970. Per capita spending increased from 
about $1,300 in 1970 (in 2002 dollars) to about $5,450 in 2002, for an average rate 
of real growth of 4.5 percent per year (see Table 3). The economy as a whole has 
grown over that period as well, but not as quickly, with the result that health 
spending as a percentage of gross domestic product (GDP) has more than doubled, 
from 7.0 percent in 1970 to 14.9 percent in 2002. The mid-1990s saw a brief slow- 
down in real spending growth per capita (the rate was 2.6 percent per year from 
1992 to 1997), but higher rates of growth have since returned: from 1997 to 2002, 
real per capita health care spending grew at an average annual rate of 4.6 percent — 
which is similar to its approximate long-term rate of increase. 

Recent growth in real spending on prescription drugs has been especially rapid — 
at more than 14 percent per year on average from 1997 to 2002, making it the fast- 
est growing category of health spending during the period. Despite the recent rapid 
increase in spending for prescription drugs, they currently account for only about 
10 percent of all national health expenditures. That relatively small (but growing) 
share of expenditures should be kept in mind when evaluating whether drugs are 
a major driver of increasing costs. 


Table 3. 

Increases in Health Care Spending 
Between 1970 and 2002 



1970 

2002 


Total Health Care Spending per Capita 
(2002 dollars) 

1,313 

5.449 


Total Health Care Spendii^ as a 

PeivenUigc of GDP 

7.0 

14.9 



Source: Ceniers for Medicare and Medicaid Services. Office of the Actuary. National Health Slalislics 
Group. 


Note: Figures were adjusted for mflation usii^ the gross domestic pioducl (GUP) iinpjicil price deflator. 


Federal spending on health care, principally Medicare and Medicaid, is subject to 
the same cost pressures facing the system as a whole. Total Federal health spending 
as a percentage of GDP was 1.7 in 1970 and 4.8 in 2002. If the recent rate of growth 
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in spending persists, Federal outlays on health care will continue to increase as a 
proportion of GDP. Projections of future spending on Medicare and Medicaid depend 
critically on the assumed rate of “excess cost growth.” Under an assumed rate of 
excess cost growth of 2.5 percent (a rate that is slightly lower than the long-term 
historical average), Federal spending on Medicare and Medicaid would climb to 21.3 
percent of GDP in 2050 (see Figure 3)fi Under a more optimistic assumption of 1 
percent excess cost growth. Federal Medicare and Medicaid spending would reach 
11.5 percent of GDP in 2050. To put those estimates in perspective, the entire Fed- 
eral budget currently consumes 20 percent of GDP. 


ilgure 3. 

Total Federal Spending for Medicare and Medicaid 
Under Different Assumptions About Excess Cost Growth 



Source; Congressional Budget OSke. 

Note: Excess cost growth is the extent to which the growth of spending per eniollee in those progiarns ex- 
ceeds the growth of per capita gross domestic product (after accounting for changes in the age and 
sex composition of the population). 


Factors Behind the Continuing Growth in Health Care Spending 

Most analysts agree that the perennial increases in health care spending that 
have occurred over recent decades are associated with the diffusion of new medical 
technologies, or as one analyst has described it, “the enhanced capabilities of medi- 
cine.”® Recent advances, including pharmaceutical innovations, have made available 
to patients and physicians a wealth of new medical therapies, many unheard of in 
even the relatively recent past. The economic incentives for innovation and the de- 
velopment, deployment, and utilization of new technologies in the U.S. health care 
system has led generally to higher levels of spending. Some medical advances per- 


Excess cost growth is the amount by which per capita growth in spending on health care 
exceeds per capita growth in GDP, after accounting for changes in the age and sex composition 
of the population. 

® Congressional Budget Office, The Long-Term Budget Outlook (December 2003). 

® Joseph P. Newhouse, “An Iconoclastic View of Health Cost Containment,” Health Affairs, vol. 
12, supplement (1993), pp. 152—171. 




40 


mit the treatment of previously untreatable conditions, introducing new categories 
of spending. Others, relative to older modes of treatment, improve medical outcomes 
at added cost, expanding existing spending. 

It is occasionally suggested that advances in technology can lead to reduced 
spending, and that may be the case in some instances. Vaccinations, for example, 
may sometimes offer the potential for savings, and certain types of preventive medi- 
cal care may help some patients avoid costly acute care hospitalizations. But, over- 
all, examples of new therapies for which long-term savings have been clearly dem- 
onstrated are few. Improvements in medical care that decrease mortality by helping 
patients avoid or survive acute health problems paradoxically increase overall 
spending on health care, as those (surviving) patients live to utilize health services 
through old age. 

Even when a particular service becomes cheaper to provide over time, higher ag- 
gregate spending can still result as practice patterns emerge and the service is used 
with greater frequency. Comparing increased expenditures on computers and infor- 
mation technology with those on health care is instructive. As technological innova- 
tions permitted profitable computer processing at a fraction of the previous cost, 
total spending on computers did not decrease — it skyrocketed, as more consumers 
made more intensive use of what became available. Why do few people regard in- 
creasing spending on information technology as a problem requiring a remedy? Let 
me suggest that the reason is that the market for information technology works the 
way a market is intended to function: businesses and consumers weigh alternatives 
and face the full costs of what they use. In health care, two factors combine to 
produce a different result: payments made by third parties typically buffer patients 
from the full cost of the medical services they use, and the inherent complexity of 
medical practice forces patients to rely on the judgment of providers who, depending 
on the reimbursement system, may have an incentive to provide more care (under 
a fee-for-service arrangement) or less care (under capitation). 

Other factors have also contributed to increases in health spending. One obvious 
example is the aging of the population. Among adults, medical spending generally 
increases with age. As the number of elderly people rises with the aging of the very 
large baby-boom generation, health spending will naturally grow. However, over the 
past half century, aging has played a relatively minor role in the very large in- 
creases in spending that have occurred. 

Other contributing factors include the growth in personal income over time and 
the spread of health plans over recent decades. Because medical care is a desired 
service, people naturally purchase more of it as their income increases. And health 
insurance, as economists are fond of pointing out, effectively drives down the cost 
of care from the consumer’s perspective, resulting in a higher quantity demanded 
than would otherwise be the case. But the best estimates of the effects of those two 
factors suggest that they, too, fail to explain much of the surge in spending in recent 
decades. 

Claims are often heard about unwarranted expenditures. One example is so-called 
defensive medicine, which refers to medical tests or procedures of little or no clinical 
value that are ordered by physicians solely in the interest of avoiding lawsuits. An- 
other example is what some people term physician-induced demand, which refers to 
spending that is brought about at least in part by providers’ desire to augment their 
own income. While the magnitude of spending associated with such practices has 
been the subject of considerable debate, those factors do not appear to explain much 
of the growth in spending. 

What I have presented here is a simple discussion of a complex issue, and I do 
not intend for it to represent an exhaustive or definitive review of the subject. The 
association between technological change and rising medical expenditures is the 
manifestation of a complex system of economic incentives that need to be examined 
in more detail. A greater understanding of the possible role of the third-party pay- 
ment system in creating incentives for innovation and the diffusion of technologies, 
for example, could inform public policy aimed at addressing the continuing increases 
in spending. At the same time, policymakers could choose to spend more in light 
of the quality enhancements resulting from the remarkable medical advances that 
have been made in recent years. The point to emphasize (and about which there is 
general consensus) is that the way new medical technologies have been adopted and 


important distinction must be drawn between the level of health spending and its rate 
of growth. At any given moment, some amount of unneeded expenditure is likely, but regardless 
of the magnitude of that amount, few analysts believe that such expenditures can account for 
much of the large spending increases that have taken place. The elimination of unneeded ex- 
penditures, while certainly desirable, would offer only temporary relief from increasing expendi- 
tures, as the underlying source of spending growth can be expected to eventually reemerge. 
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utilized has generally led to more health spending over time; that factor lies at the 
heart of increasing expenditures for health care. In the absence of a change in over- 
all incentives, those pressures can be expected to continue. 

Rising Spending and Health Insurance Premiums 

Health insurance premiums, like total spending, have undergone increased 
growth in recent years following a brief slowdown. Estimates from one survey of pri- 
vate firms show that growth in employer-based premiums has risen every year since 
1996, exceeding 10 percent in real terms from 2002 to 2003. According to that sur- 
vey, the average annual premium for an employer-based policy for an individual is 
now about $3,400, and for a family, more than $9,000. Recent declines in employer- 
based coverage may be related to increases in premiums, though the relationship 
between premiums and the prevalence of coverage is not necessarily a simple one. 
While it is natural to believe that the purchases of any good tend to decline when 
its price goes up, the case of health insurance is complicated by the fact that a gen- 
eral upward trend in the cost of medical services can make insurance more appeal- 
ing, because in the absence of insurance, covering potentially costly medical needs 
is more difficult. Furthermore, changes in premiums can present an incomplete pic- 
ture if plan characteristics change simultaneously (and there is evidence that aver- 
age deductibles have recently increased in certain types of plans). 

Employee contributions for employer-based health insurance have remained a con- 
stant proportion of total premium costs in recent years; because total premiums are 
rising, however, the dollar value of employee contributions is rising as well. Perhaps 
related to the growth in employee contributions is a reported decline in the rates 
at which employees take up the offer of employer-based coverage. Three factors may 
drive changes in the number of covered workers: the number of firms offering health 
benefits, the proportion of workers eligible for health benefits among firms offering 
coverage (part-time workers generally are not eligible), and the rate at which work- 
ers accept coverage (if it is offered by their employer). Recent analysis shows that 
as much as three-fifths of the recent decrease in employer-based coverage is attrib- 
utable to workers’ declining to enroll. 

Conclusions 

In sum, I have stressed that the commonly cited estimates of the number of peo- 
ple who lack health insurance present an incomplete picture of the uninsured popu- 
lation. That population is dynamic, and individuals vary greatly in the len^h of 
time that they remain uninsured. The varying characteristics of the uninsured 
should be kept in mind when developing policies to expand insurance coverage. I 
have also discussed the relationship between advancing medical technologies and in- 
creasing health care expenditures and noted that the correlation between techno- 
logical change and expenditure growth needs to be better understood. Both Eederal 
spending and private spending on health care are likely to continue to increase in 
the immediate future and to constitute a greater share of GDP. 

Prepared Statement of Arnold Milstein M.D. 

I am Dr. Arnold Milstein, Medical Director of the Pacific Business Group on 
Health and a physician consultant at Mercer Human Resource Consulting. I also 
head performance measurement activity at the Leapfrog Group. My comments this 
morning are my own and not intended to represent the views of these organizations. 

The problem of healthcare uninsurance has multiple root causes. I will focus my 
remarks on one of these causes, large inefficiencies in America’s healthcare delivery 
systems. Eliminating these inefficiencies would be feasible over a 10-year period, off- 
set projected health insurance cost increases by as much as 40 percentage points, 
and make healthcare insurance more affordable for private sector purchase or public 
program sponsorship. 

I will briefly outline what current science and expert clinical opinion tell us about 
the nature and magnitude of capturable healthcare delivery system inefficiency and 
link its persistence to our failure to collect, publicly report, and reward excellence 
in nationally standardized measures of efficiency for hospitals, physicians, and 
major treatment options. Throughout my remarks, I will use the term efficiency to 
refer to the total cost of all healthcare services used in treating an episode of acute 
illness or a year of chronic illness and preventive needs at a specified level of qual- 
ity. This is a critical distinction, because some physicians, hospitals or treatment op- 


Kaiser Family Foundation and Health Research Educational Trust, Employer Health Bene- 
fits 2003 Annual Survey (September 2003). 

12 David M. Cutler, Employee Costs and the Decline in Health Insurance Coverage, Working 
Paper No. 9036 (Cambridge, Mass.: National Bureau of Economic Research, July 2002). 
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tions may carry a higher unit price, hut incur for health benefits plans and consum- 
ers a much lower total cost of all healthcare services over the duration of an illness. 
I will refer to this form of efficiency as “longitudinal efficiency.” 

An inferable estimate of current waste in American healthcare spending is in ex- 
cess of 40 percent. This estimate is rooted in two sources. First, analysis of Medicare 
data published by Drs. Elliott Fisher, David Wennberg, and other Dartmouth re- 
searchers shows that hospitals and physicians in the 10 percent of U.S. communities 
which spend the least per capita, (after adjusting for community differences in de- 
mographics, morbidity, and input price levels) achieve this result by providing much 
lower frequencies of specialist physician visits, tests and minor procedures, non-sur- 
gical hospitalizations, and admissions to ICUs. More important, they show that 
available indicators of quality of care, patient health status and patient satisfaction 
with care, are the same or higher than in the other 90 percent of communities that 
spend much more per capita. The researchers estimate that if hospitals and physi- 
cians in other communities adopted similarly efficient patterns of service use, U.S. 
per capita Medicare spending would be 30 percent lower (see Attachment A). Their 
unpublished work and estimates from other nationally respected researchers and ac- 
tuaries suggests that similar inefficiencies exist for other American health benefit 
programs. They also show that even small degrees of improvement in physician effi- 
ciency could transform this waste into lower per capita health insurance costs (see 
Attachment B). This prediction has been confirmed by employer innovators such as 
Pitney Bowes and Union Carbide that have either incentivized physicians to im- 
prove their efficiency or incentivized their health insurance beneficiaries to utilize 
physicians with more efficient practice patterns, as identified through health insur- 
ance claims data analysis (see Attachment C). 

The Dartmouth team estimates significant additional potential spending reduction 
opportunities in all U.S. communities from (1) adoption of the patterns of service 
use by the most efficient, high-quality providers within low-spending communities; 
and (2) allowing patients to make better informed decisions about high-cost, discre- 
tionary surgeries. These include surgeries such as elective coronary bypass graft 
that are on average no less frequent in low spending communities. Note that all of 
these analyses are predicated on preserving or improving quality of care. 

A second large source of wasted spending is in the inefficiency with which we 
produce all treatments, however valuable. The Institute of Medicine’s (lOM) Cross- 
ing the Quality Chasm report on opportunities to improve the performance of U.S. 
healthcare delivery systems details the types of inefficiencies that could be elimi- 
nated if best operational practices were consistently assured in producing all current 
treatments. These opportunities are embedded in six “care redesign imperatives,” 
described in the lOM report. They include mainstreaming the use of interoperable 
electronic clinical information systems and other applications of operations engineer- 
ing in assuring the reliable selection of evidence based treatments and error-free 
treatment administration. 

The lOM report and many other scientific publications describe hospital and phy- 
sician leaders who have begun to capture these operational efficiencies and achieve 
accompanying reductions in medical errors (see Attachment D). These leaders have 
persisted in the face of a market environment that does not distinguish or reward 
providers who capture efficiencies for CMS and health insurers, and often penalizes 
them. America’s foremost experts on operations engineering in healthcare, such as 
Dr. Brent James of Intermountain Health Care, estimate such operational waste at 
30 percent of current healthcare spending. 

In essence, two largely separate 30 percent pools of waste are available for cap- 
ture and redirection into funding wider American health insurance coverage. Since 
transforming these inefficiencies into reduced rates of spending will require offset- 
ting investments such as improved electronic clinical information systems, I have 
estimated a net savings opportunity approaching 40 percent. Precise estimation is 
not possible for interventions in complex, adaptive systems such as U.S. healthcare. 

I realize that these hearings focus on the problem of uninsurance, rather than its 
solutions. Suffice it to say that America’s innovators in healthcare efficiency capture 
have generated savings far in excess of their costs and that a few strategic public 
policy changes would enable the market to encourage many more to follow their ex- 
ample. The most important of these changes are: (1) routinizing and publicly releas- 
ing longitudinal efficiency and quality ratings of doctors, hospitals, and major treat- 
ment options; and (2) encouraging CMS to share with private sector health benefits 
plans its patient privacy-protected claims data base, so that all health plans would 
be able to improve their precision in identifying the best performing providers and 
treatments options; (3) encouraging CMS and other health plans to reward clinical 
performance improvements either by more favorable payment for providers and 
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treatment options offering superior quality and longitudinal efficiency, and/or by 
lowering out-of-pocket costs for patients who preferentially use them. 

Americans have standardized longitudinal efficiency measures for appliances and 
for automobiles, but not for the industry that consumes a much greater share of 
their income and benefits. Methods of quantifying longitudinal efficiency and quality 
for hospitals, physicians, and major treatment options are already developed and 
easily within the capability of American health services researchers to further re- 
fine. The National Committee for Quality Assurance (NCQA) plans to release stand- 
ardized efficiency measures for physicians and hospitals during this calendar year. 

Absence of such measurements keeps American hospitals, doctors, and patients in 
the dark with respect to comparative healthcare efficiency and unable to identify op- 
portunities to make their health insurance much more affordable. When paired with 
standardized, publicly reported quality measurements, longitudinal efficiency meas- 
urements would comprise a new navigational system for patients, providers, and in- 
surers to improve America’s health and substantially reduce future increases in 
health insurance premiums. It would also send an important signal to new medical 
technology developers that market receptivity to new products and services will be- 
come more sensitive to their effect on the affordability of health insurance, in addi- 
tion to their effect on health. 

Thank you for the opportunity to share my thoughts on how large, invisible, and 
substantially capturable inefficiencies in American healthcare delivery contribute to 
the unaffordability of health insurance. 
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ATTACHMENT A | ARTICI.E 

The Implications of Regional Variations in Medicare Spending. Part 2; 
Health Outcomes and Satisfaction with Care 

Elliott S. Fisher, MD. MPH: David E. Wennberg, MD, MPH: Thftr^se A. Stukel, PhD; Daniel J. Gottlieb, MS; F.L Lucas, PhD; 
and Cioile L. Finder, MS 


Background: The health impiicatiors of regional differences in 
Medicare spending are unknown. 

Objective: To determine whether regions with higher Medicare 
spending achieve better survival, functional status, or satisfaction 
with care. 

Ocs.gn: Cohort study. 

.Sorrmg; National study of Medicate beneficiaries. 

Pinlciiits: Patients hospitalized between 1993 and 1995 for hip 
fracture (n « €14 503), colorectal cancer <n = 195 429), or acute 
myocardial infarction (n = 159393) and a representative sample 
(n = 18190) dravirn from the Medicare Current Beneficiary Survey 
|MC8S> (1992-1995), 

Exposure Mcasuremenr: End-of-life spending reflects the 
corrpanent of regional variation in Medicare spending that is 
unrelated to r^ional differences In illness. Each cohort member's 
exposure to different levels of spending was therefore defined by 
the level of erd-oMite spending in his or her ho^ital referral 
region of residence (n = 305), 

Outcome Measurements: 5-year mortality rate (all four co- 


horts), change In functional status (MCBS cohort), and satisfaction 
(MCas cohort) 

Rebulcs: Cohort tnembers were similar In basdine health status, 
but those in regions with higher end-of-life spending received 
60% more care. Each 10% increase in regional end-of-life spend- 
ing was associated with the foiiowing relative risks tor death: hip 
fracture cohort. 1,003 (95% Cl, 0599 to I.OOS); colorectal cancer 
cohort, 1.012 (Cl, 1.004 to 1.019); acute myocardial inferdior 
cohort, 1.007 (Cl. r001 to l.t)14)r and MCBS cohort, 1.01 (Cl, 
0.99 to 1.03). There were no differences in the rate of decline in 
functional status across spending levels and no coirsistent differ- 
enoBs in satisfaction. 

Co:iclusion.s: Medicare enmilees In higher-spending regions re- 
ceive more care than those in lov/er-$pending r^ons but do not 
have better health outcomes or satisfaction with care. Efforts to 
reduce spending should proceed with caution, but policfes to 
better manage further spending growth are wairanted, 

,«/w/nrern MM. 2003 159-288-293. •mjAtuIrDr^ 

For author afftIliRor? 5rc end of text 

$ee related article on pp 273-2S7 and editorial comments on pp 
347-348, 348-349. and 350-351. 


T he inexorable gnrwth of health care spending in the 
(•nited States is widely believed co l>e <linr ro the greater 
use of advjjiccd technology of cJeai*cut benefit (1). Polity- 
niaWs argue (and the public a.ssirraes) th.at Eny conscraincs 
on growj.li are likely ro be harmful (U 2':. Sttidio of re- 
gional variations in spending and medicnl jraetke, how- 
ever. call these assumptions into question. Karlier research 
lias LiiJicaccd that the nearly twofold difflTL-nLai'i in M«JI- 
csi'f spending ob-seivcd aiTo» U,S. regions arc not due to 
difli.Tt;iic:cs in the prices paid for medical jicrvicrfl (.3, 4) or 
to differences in health or .socioeconomic status (3, 5. 6). 
Rccciit research, some of which is presented in Pare 1 of 
out study, intUtaccs that regional variations in average per 
cipira Medicare spending are not due co more frequcui 
perfijrmante of major suigcry (7, 8) and that regions with 
higlicr pur capita .spending are no more ikely to provide 
h'gher-qualiry care, wliethtr defined in terms of specific 
cvitlcnu'-based services or in terms of gre^nf access to ba.sic 
hta.rh care (7, 8). 1 he additional utillxatio-i in high- spend- 
ing rsgicjns is largely devoted co discrctioiiijy .serv!i:cs that 
have previously been demonstrated to be r.ssociaccd vvith 
rhe Local supply of physicians and hospital rLsources (5, 6). 
These include clu frequency and type of evaluation and 
management services provided by physiriins, the use of 
specialist ci.insultarion.';, the Ircxpiency’ of ciagnoscic tcists 
and minor pr<ictdiifes. and the JikclihocKl (»f treating pa- 
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tienLs with chronic disease in the inpatient or Iiiu-nsive care 
unit setting. 

Whether the spedalisc-orienced, more inpatient-based 
practice observed In high-.<:]>cndiiig regions offers impor- 
tant health benefits however, is unknown. Although recent 
studies have found no benefit in terms of njortaJit}' (5, 

1 0), they had lltiiiud abilic>' to adjust for possible casc-n-.ix 
differences, inad:quace indhidual-lcvel clinical detail, a-:tl 
hniitcd outcome measures. Our study was designed to jit'- 
drtss thuse cfincc-rns. In Parr 1, we reported on the reh- 
ticinship hecweeii regional differences in spending and tht 
content of earr, ipi.'dity of caie, and acces.s to care provklctl 
to four cohorts of .Medicare beneficiaries. In this article, 
Part 2, wc describe assodadnns hccwccn increased spending 
and morraficy, furciional status, and satisfitctiori with Ci.c. 

Methods 

Design Overview 

As described in greater detail In Part i, we carried on; 
1 cohort study 1” lour parallel populations using a “natural 
candoiiiiiadoii" .:pproaeh (ilj. In rhU approach, one car 
more cx|v>siirt v.irl3bles allow assignment of pacienLs iitin 
“treatment groups (different levels of average .spendinttj. 
as would a landor.-.ized trial. Because some of the regional 
dittcruntcN in Mjvlicare spending arc due to diffcr«:n<*;s ir. 
illness levels (cnroLces in Louisiana arc sicker than those '.r 

'ttm.mtlt.irg 
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Th«Tmpliatiom nf ‘Regnal Variations in Malican: Spending ftirt 2. I ARTICLE 


CgfffpJtf 

Per capita Medicare spending varies considerably from re- 
gion to region. The effect of greater Medicare spending 
on mortality, functionai status, and satisfaction is not 
known. 

Contribution 

Using end-of-life care spending as an indicator of Medi* 
care spending, the researchers categorized geographic re- 
gions into five quintiles of spending and examined costs 
and outcomes of care for hip fracture, colorectal cancer, 
and acute myocardial infarction. Residents of high-spend- 
ing regions received 60% more care but did not have 
lower mortality rates, better functional status, or higher 
satisfaction, 

tfnpUcaiions 

Medicare beneficianes who live in higher Medicare spend- 
ing regions do not necessarily have better health outcomes 
or satisfaction with health care than those in lower-spend- 
ing regions. 


-The Editors 


Cjolojudo) and price (Medicare pays more for rhe same 
service in New York than In Iowa), wc could not use Medi- 
care spending itself as the exposure. We therefore assigned 
U.S. hospital referral regions (KRRs), and thus the cohort 
members residing witliln them, to difFerenr exposure levels 
using a measure that reflecLs die component of regional 
Variation In Medicare spending due to physician practice 
rather than regional differences In illness or price — the 
End-of-I,ifc Expenditure Index (F,Ol.-KT). I^ccause re- 
gional differences in end-of-life spending are unrelated to 
underlying illness levels, it is reasonable to consider resi- 
dence in HRRs widi diffmng levels of end-of-life spending 
as a random event. The index was calculated as spending 
on hospital and physician .service.? provided to a reference 
cohort distinct from the study cohorts: Medicare cnrollccs 
in their last 6 months of life. In the current paper, we also 
present several analyses with an altemarive exposure mea- 
sure, the Acure Care RxjKnditure Index (AC-El), to de- 
crease concern about possible residual confounding. 

Wc confirmed chat the exposures used to assign the 
Hl^Rs achieved the goals of "natural randomization": 1) 
Study samples assigned to different levels of the exj^osurc 
(the EOL-EI) were similar in baseline health status, and 2) 
the actual quantity of services delivered to the individuals 
within the study samples neverthe]e.« differed subsrantially 
acro-w exposure levels and wa.? highly correlated with atver- 
age per capita Medicare spending in rhe HRRs. Wc fol- 
lowed the cohorts for up to 5 years after their initial hos- 
pitalizations and compared the processes of care (Pari 1) 
ai\d health outcomes (Part 2) across HRRs assigned to 
different exposure levels. 

Study Cohorts 

The four study cohorts arc described in detail in Part 
1. Briefly, wc studied fcofor-.servicc Medicare enroUee.?, 
ages 65 to 95 years, who were eligibie for Medicare Parcs A 
and B. The acute myocardial Lifarction (Ml) oihort was 
drawn from patients Included in the Cooperative Cardio- 
vascular Pro;ccr, who had index hospitalizations becwccn 
February 1994 and November 1995. The hip fracture and 
colorectal cancer cohorts were Identified based on an Lici- 
dent hospitaiiTacion between 1993 and 1995. The general 
population sample included participants In the Medicare 
Current Beneficiary Survey (MCBS) who had initial inter- 
view.? between 1991 and 1 996 (for the survival analysis) or 
between 1992 and 1995 (for the ocher analyses) (see Ap- 
pendix, section C, available at www.annals.org). 

Each Dohort member was placed in a spending group 
according to the F.OT.-El (as defined in detail in Parr 1) in 
rheir HRR of residence at the time of the index hospital- 
ization (chronic disease cohorts), or initial interview 
(MCBS cohort). Charaaeristics of rhe study cohorts were 
ascertained from a variety of sources, as described in detail 
in Part 1, Including Medicare administrative files and 
claims (all four cohorts), chart reviews (acute Ml cohort), 
in-person miervicw (MCBS cohort), U.S Census data (at- 
mairjit.aiy 


tributes of ZIP code of residence, such as Licomc, for the 
three chronic disease cohorts), and American Hospital As- 
sociation data (to characterize hospitals). 

Assignment to Exposure Levels 

As we summarized here and described in detail in Part 
1, we used two approaches to determine cohort members’ 
ex^sosure to different levels of Medicare spending in their 
HRR of residence. Previous research has shown that rhe 
dramatic differences in end-of-life treatment across U.S, 
regions are highly predictive of differences in total spend- 
ing (8, I2) bur arc not due CO differences in case mix or 
patient preferences (13)- Our prinuty measure of exposure 
was the EOL-EI, which was calculated as age-sex-race- 
adjusted spending (measured with standardized natiojial 
prices) on hospital and physician services provided to 
Medicare enroUees who were in their last 6 months of life 
in each of the 306 U.S. HRRs hi mid-1994 to 1997. ex- 
cluding any members of the study cohorts (Appendix, Sec- 
tion F., available at www,annals.org.) We also repeated the 
itia|or analyses with an alternative exposure measure, the 
AC-EI, which was based on differences acco» HRRs in 
risk-adjusted spending during an acute illness episode (Ap- 
pendix, Section F. available atwww.annals.org). Roth mea- 
sures Were highly predictive of average agc-scx-racc-ad- 
jiisted Medicare spending at the HRR level (r = 0.81 for 
the EOL-F.T and 0.79 for the AC-FJ in the acute MI co- 
here) and, as was shown in Part 1, of the regional differ- 
ences in utilization experienced by the .study cohorts. For 
many analyses, we grouped HRR.S into quintiles tjf increas- 
ing exposure to the expenditure indices. 

IS t.-lvuj,)- 3M3|Ajuiil,c*fnu,(vJMvdiv!j/«|VuiuiiK l?a*Nu[nh«j 
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Statistical Analyses 

To assess the siggrcgRff impact of any differences in 
individual aicrilmtc!) on average baseline risk for death 
across regions of increasing EOL-EI., we used logistic re- 
gression to dercrrainc each individual's predicted l-year 
risk for death as a function of his or her baseline charac- 
tciistics. The models had mndcst w cxccUcnT predictive 
ability (c-statiscic!s were 0.61 for the ooloreaaJ cancer co- 
hort, 0.68 for the hip fraccure cohort, 077 for the acute 
Ml cohort, and 0.82 for the MCBS cohort). Wu used these 
models to decerniine the average prwlicted risk for death 
across quindle.< of MctUcare expenditure indices. 

Mortality Analyses 

The assodaclon between the HRR-lcvcl expenditure 
index and survival was assessed by using Cox proportional 
ha^artls regression models (l4), with the expenditure index 
measured both as a categorical variable (in which each 
HIIR was assigned to a quindle of Medicate spending 
based on the EOI.-F.T) and a continuous variable (using the 
value of the F.OT.-F.T in the HRR of residence as the expo 
sure). The .survival models included independent variables 
to adjust for patient characteristics, hospital characceri.siics, 
and attributes of the HRR. Model fit was a^cssed by using 
methods for Cox model residuals to examine overall model 
fit, to test proportional ha7artb assiimprions, and to iden- 
tify influential observations. The main survival models uii- 
dcrprcdictcd mortality in the first 6 months, pos-dhly bt-- 
cause of short-term complications chat could iiot be 
adequately predicted with the available data; however, the 
models provided excellent pxediedon of 1-year mortality 
rates for each cohort. 

The models are presented in Appendix Tables 6 
throu^ 9 (available at www.annals.or^. To rest whether 
the overall findings were consistent across subgroups of 
each cohort, we ran survival models stradfied on all major 
variables. To rest whether the finding were .sensitive to our 
choice of the EOL-tl as our primary exposure, we rcpcatetl 
the analyses using the AC-EL These sen.sitivity analyses are 
described Lft detail hi the Appendix. Section E (available at 
www.annaU.oig) . 

Patients in the same hospital are likely to be created 
similarly, so their outcomes may not be starisdcdly inde- 
pwndenr. We adjusted fot within-hospitaJ clustering by us- 
ing overdUpersed survival models, clustering by hospital 
(14). Model fit was assessed by carefiilly examining the 
data TO identify HRRs that influenced estimates, predicted 
values, and likelihood ratio tests. Two moderately influen- 
tial HRRs, Manhattan, New York, and Miami, Florida, 
were identified, both of which had reladvely lower mortal- 
ity rates and higher .spending than predicted. F-xcluding 
these regions wwild have resulted in hazard ratios greater 
than tho.se we report for quintile 5 (in tlie categorical 
model) and overall (in the continuous models). Analyses, 
however, are pre.scnrcd with these two HRRs included. We 
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used the STCOX routine ofStaca 6.0 (Siata Corp., College 
Station, 1 eXas) to pcrfoim survival analyses in the three 
chronic disease cohorts. For the analyses of the MCBS 
cohort, we used SUDAAN (Research Triangle Institute, 
Research Triangle Park, North Carolina) to accoimt for 
sampling weights and the two-st;^;? design (15). 

change in Functional Status 

We used the Health Activiries and Limitations Index 
(HALox) as the primary dependent variable in our longi- 
tudinal analyses of changes in functional .status (16, 17). 
The HALex was developed by the National Center for 
Health Statistics as a composite health status measure that 
can be calculated by using the responses to the National 
Health Interview Survey. For our longitudirial analyses, we 
assigned a HALex score of 0 to respondencs who died. Loss 
CO follow-up in these analpes occurred when patients failed 
CO answer enough questions to allow a calculation of the 
score, did not participate in the survey, or entered a nurs- 
ing home. Loss to follow-up was as foUows: quintile 1, 
7.8%; quintile 2, 8.9%: quintile 3, 8.4%; quintile 4, 9.6%; 
and quintile 5i 13-4%. 

The effect of HRR spiending on HALex score was 
inodcktl by using generalized estimating equation methods 
for the analj’sts of condnuous longitudinal data (18). The 
dependent variable was the reapoiideni^s annual HAI.ex 
score for up to 3 years. F-ach model controlled for individ- 
ual attributes (Appendix Table 10, available at www, annals 
.org) and included a variable for the time since the initial 
survey (0, 1 , 2, or 3 years). Tsvo sets of models were run, 
one including indicator variables for quIndJe of spending, 
the other including spending as a conrinuous vanal'ilc. The 
principal hypothesis, that increased spending m the HRR 
of residence would be associated with a .dowet decline In 
health status, was tested througli the interaction between 
the EOL-EI of the HRR and the length of time since the 
initial .survey. Different model specifications were tested, 
lx>ili including and excluding interaction terms between 
time and the other control variables. All analyses yielded 
similar results for the tests of the principsil hypothesis. The 
models arc presented in Appendix Table 10, available at 
www.annaU.Drg. We used the longitudinal sampling 
weight from the final interview for each respondent and 
then mjrmalized across all cohort members so that the sum 
of the weights was equal w the total number in the cohort. 
The numbers of study [sarticipants reporred incorporate 
these weighes and are rounded to the nearest integer. 

Satisfaction with Care 

This analysis was restricted to respondents with at least 
one physician visit in the previous year. I'he MCBS inter- 
view includes 20 questions on satisfaction with care. Fight 
items rate che general satisfaction with care receival from 
phy'sician.s or hospitals within the post year, while 12 ques- 
tions are asked only of respondents with a usual physiLian 

Trraainah.org 
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Tabu /. Cfudd &Ad Predicted Mortality Rates in Stitdy Cohorts according tc Level of Medicare Spending in Hospital Referral Region 


of Residence* 

Vaiiabl» 



Quintile of EOL-B 



Test fai Trandt 



2 


4 

5 



(Lotvest) 




(Highest) 









Hip fracture eoltoK 







oiksoved 30-da^ morunty nt« 

7.8 

7.2 


6.9 

6.6 

i 

observed l-yearmoctality rate 

244 

1^.9 

23.9 

24.3 

24.2 

>0.05 

Predicted f-year mortality rate 

245 

24.1 

24.1 

24.1 

23.9 


colorectal cancer cohort 







Observed 30-day moitality- rate 

45 

4.6 

4.8 

4.8 

4.4 

>0.05 

Observed 1-year mortality rate 

20.6 

20.7 

21.7 

21,1 

20il 

>0.06 

Predicted 1 -year mortality rate 

21.1 

20.8 

21.2 

208 

20.9 

>0.05 

Acute Ml cohort 







Observed 30-day mortality rate 

18.5 

18.4 

18.2 

182 

1S5 

>0,(S 

Observed 1-year mortality rate 

J0.7 

31.3 

32.6 

31 6 

333 

T 

predicted 1 -year mortality rate 

31.2 

31.5 

31.3 

32.0 

332 


MCBS cohort 







Observed 30-<lay mortality rate 

0.2 

0.4 

0.4 

0.3 

02 

>0.05 

Observed 1-year mortally rate 

4.6 

4S 

5.0 

5.1 

5.3 

>0.05 

Predicted 1 -year mortally rate 

4.9 

5.1 

s.a 

5.0 

5,1 

>0.05 


*■ Crude rwiiruliijr moz were bawd oo 30-d*^ aixi l-yw f(pL«w-up h»t ill cohffct tneoilwn wiili no CBnsnririp (Jolbw-up for mortality wis oorrmlcre « I y?M for ill). 
Piedicicd inoniliiy rales were bared on lopabc c^reaainn eqMarions ihai itwJoded iodividttal- and ZIP code-lrrtl vruiabitt only. COHLI “ Eiid.oF.l,ire FjipcnJiiiire Indc^ 
MOWS = Mrdicite Curreni Boxficiarj’ Surve>^ MT = reyiiunJiiil infutviign. 

t Artowi ibow cbe duccnoo of iny su.uiiieiill)' ugnirianl sMociaUDn (PsO.ftS) between the mornJiTv rite ind re^onil EOL-EI dilFerenos. An mow poiodi^ upward 
indisttea that ax spending inereues tenxu ngioAs, the Atanality rite increuex. A /’value ]pe«i.cr iliin 0.0^ wu eaniidrjed not iignificaDi. 


(93% of the study sample) and focus on that physician’s 
qualit)’. Following the approach of others (19), we created 
TWO summary scorns of general satisfacdon with care (glob- 
al qtiaJiry and accessibility) and three summary scores fo* 
aised on satisfaction with a usual pbysidan (technical 
skills, intcrpersor^al manner, and information-giving). To 
iMt for significant associations between the expenditure in- 
dex and each summary scale, we u.scd linear regression with 
each of the five sontmary scores a.s the dependent variable 
and the e3£|>o.«urc measured as the HJUl-lcvel EOL-EI. The 
models cotitTollcd for age, sex, race, health stanis. and ma- 
jor U.S. region of residence (n = 9). We also compared 
satislhciioii score.? on these scales across quintdes of spend- 
ing. The analysis of sadsfacdon was ba-sed on respondents' 
first interview. 

Results 

Patient Characteristics 

Tables 1 throng 4 in Part 1 present selected charac- 
teristics of each study cohort grouped into qulnciles accord- 
ing CO EOL-EI level in their Hltl^ of residence. Because 
the saitipk' si«s are lai^. many small differences for the 
chronic disease cohorts were stadsdcally significant. Nota- 
ble differences were found in radal composition (more 
black persons in higher-expenditure HRRs) and income 
(higher-expendiiure HRils had more beneficiaries in the 
highest and lowest income caie^rles). Sn^allcr dlffcTCnces 
acros.<c quintiles were apparent in age, sex, coraorbid con- 
ditions, and cancer stage. For the acute MI cohort, patients 
in the highest quinciles had a higher prevalenrs of non— Q;- 
mnrsRdiain 


Wave infarctions and congestive heart failure but a lower 
prevalence of creatine kinase levels greater than 1000 TU/L. 
For the MCBS cohort, residents of HRRs in chc quintiles 
with higher F.OT.-F.ls were more likely to report being in 
fair or poor health but were less likely lo live in a facility. 

Crude 30'day and 1-year mortality cates and average 
piedlcted 1-year mortality races for each cohort arc shown 
in Table 1. For the hip fracture cohort, averse predicted 
mortality rates at 1 year were slightly but significantly 
lower in HRRs with a higher F.Ol.-EI. In the acute MI 
cohort, however, average predicted mortality rates at 1 year 
were higher in HRRs with a higher expenditure index. No 
sigiilficanc difFcrcnccs were found In predicted mortality 
across HRRi with difFeiing expenditure indices for the 
colorectal cancer or MCBS cohorts. These findin}^ reveal 
no consistent trend toward greater illness burden in HRR^ 
with a higher expenditure index. Observed mortality 
tended to be lower than predicted in the lowest quintile 
and equal to or higher chan predicted in the high&st quin- 
tile. 

Mortality 

Figure 1 presents the relative risk for death over 5 
years for residents of HRRs in EOL-EI quindJes 2, 3, 4, 
and 5 (the higher quintiles) compared with residents of 
HRRs in the lowest quintile. In each cohort, an increase In 
EOL-EI was associated with a small increase In the risk for 
death. Wc repeated these analyses using the HRR-.specific 
EOL-EJ as a continuous variable both overall and in spe- 
cific subgroups (Figures 2 chroujd' 4). A relative risk 

390.^ orinBseaaJ M«aRlfK I VaJumz 1 
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Figure I. AdfliSted relative risk for death during follow-up 
across q jintlles of AAedicare spending. 



Cirdes nrprcKnt adjusKd relauve risk for daih ariong R^Ucnlsorhos- 
piul referral r^iors in the spcufied quintile of the P-nd-of-I ife Expen- 
diture Index (tOI.-ET) wmpwnd to the risk for death among lesidencsor 
huspitnl referral cegiolU in quintile 1 of the P.OL-El; biua rcpcscnt 95% 
CIs. MCBS = Medicare Cuneiic neneficiiiry Survey; MI = myocardial 
infurtioJi; Q1 = quiniQc 1; Q2 = quintile 2; Q3 = quintile 3; Q4 = 
qdndle 4: Q3 = quimil« 5. 

greater than 1 in Jiented that residence iJi an HRR with a 
higher F.OL-EI (higher expenditorcs) was associated with 
increased Tnortality. Foe every 10% in^oase in the EOL* 
FI, the relative nsk for death over 5 j’ears was as follows: 
hip fracture cohort* t.003 (Cl, 0.999 to 1.006); colorectal 
cajiccr cohort, 1.012 (Ch 1,004 to L019); acute MI co- 
hort. 1.007 (Cl, 1.001 CO 1.0l4); and MCBS cohort, 1.01 
(Cl, 0.99 CO 1.03). In none of the siit^oups examined was 
a higher expenditure index a-isodaKtl with a srarisdcally 
.significantly lower mortality rate. 

Wc rqjeated the mortality analyses u.slrig the alternate 
approach: assjgmng HRRs to different exposure levels 
based on the AC-F.I. Residents of higher-spentiiug HRKa, 
according to ihe AC-EI, had relatively similar baseline 
health status (^pendix Table 17, available at www.smnals 
oi^ and yet received substantially more care (Appendix 
Tabic 18, available at www.annal.s.org). The results of the 
mortality analyses are sununarized. In Table 2, For the hip 
fracture coKorc, higher AC-tls were assodaced with a smill 
ilLcrease in mortality rates. For all of the other cohorts, 

Otjuf r«bfLUry 200s|Aiiink<il tr.T^mal 4 


mortality rates dkl not differ or increased slightly in regjojis 
with a higher AC-HI. 

Change In Functional Status 

The average decline in functional status, os nieasLifcd 
by using the HALex score, was about 2 points per year (on 
a 100-point scale) but did not differ across HRR.S grouped 
according to quintiles of the EOL-EI (Tabic 3). In none of 
the models examined was an increased expenditure index 
associated with a stacistioally significant difference In the 
average rate of tlecline in health status (Appendix Table 
10, available at www.annds.org). 

Satisfaction with Care 

Figure 5 presents average change in adjusted sadsfoc- 
don scxires across quinriles (compared with quindle 1) for 
the five summary scales. Each scale ranges fiom 0 to 100, 
with hij^cr stores implying greater saiirfacdoii. Vc found 
substantial variation in satisfaction with care across the 
nine major U.S. regions (for example, Northeast and Mid- 
Adantic), with sadsfoction on each scale averaging over five 
points higher in the Norrheast than in the South, control- 
ling for other factors (daia not shown). The differences in 
sadsfacdon across EOL-EI quintiles, however, were smaller 
than these regional <lifference.s and did not reveal a consis- 
tent pattern of greater sadsfacdon in HRRs with a higher 
expenditure index. The overall test for trend across HRRs 
indicated less glnlial .sadsfacdon with care and more satis- 
fiicdon with interpersonal aspects of care in higher-spend- 
ing HRRs. No diffcicnccs were found across HRl?s of dif- 
fering expenditure indices for the other three measures of 
satisfoaion with care. 

Discussion 

Wc conducted a cohort study in four distinct .samples 
of Medicare enrollees, comparing the outcomes nf care 
across 306 U.S. HliRs that differed dramatically in levels 
of Medicare spending and utilization. The primary expo- 
sure variable in this study, the KOT.-F.I, was intended co 
measure the component of rt^onal variation in Medicare 
spending chat is unrelated to regional differences in illness 
or price. The goal vvas to ensure assignment of HRRs (and 
the patients within them) to “tfeatment groups" that were 
similar in baseline health status but differed in subsequent 
treatment. The validity of the approach was confirmed by 
our finding that illness; levels in each of the four study 
cohorLs differed little across quintiles but that health care 
utUiiMtion rates and spending {for our four study cohons) 
increased steadily and substantially across quinriles. Re- 
gardless of the measure used to tharaercrize spending, res- 
idents of the highest-sjjcnding quintile received about 6<1% 
more care chait chiwi- of the lowest-spending quintile. 

As shown in detail in Fart 1, these differences In 
spending were explained almost entirely by gniatcr fre- 
quency of physician visits, more frequent use of .spcdalist 
consultations, more frequent tests and minor procedures, 

wmraiinlj.jrf 
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Figiere Z Adjusted relative risk for death a$$dcla1ed with a 10% Increase In Medicare spending overall and among specified 
subgroups of the hip fracture cohort. 



Income figures icier lo iJic average moniMy Soda] Secuiic}’ income of the paiienis' ZIP codes. Circles cepresenr the adjusted rdaiive risk for cleiili 
aaiociated with a 10% iiicreue in (he End-ol-Lifc Expenditure inder ocrow U..^ ko^ical rehfnal regicnx bus represent $5% Cls for the relative risk. 
“Mid' Atlantic, South Aikntiv. and Creor Lakes regions. tlMd. not diange hospital tefieririd region ofresidcucc in the 1 to 2 )«usbdi>n: index odinission. 
KMO = health rainienstncv ofgajiizarioj). 


anti greater use of the hospital and Intensive i:are unit in 
high-spending regions- In this paper, Pate 2, we found r:o 
evidence to suggest that the patcern oFjiraeua: observed in 
higher-spending region."; led to improved smvivalj slower 
dcclini; in flinaional status, or improved satisfaction with 
cate. 

In Parc 1 , wc discussed the major limitations related to 
the arialyscs of utilization. Here wc focus primarily on the 
limitations related to our analysis of health oiicoonics. First, 
heiiaii.w ijf the observational nature of out siutlv, the small 
’iw.satnts.trf 


increase in mortality rate observed in regions wicli higher 
spending levels as assigned by end-of-life spending must be 
interpreted with caution. It is possible chat the higher mor- 
tality rates observed in high-spending r^ons could be 
caused by the patterns of practice in regions where patieius 
near die end of life arc treated more intensively because of 
cltlier relative overuse of such seo'Ices as diagjicscic tcsis 
and hospitol-bascd care (for example, complications of 
ireatment) or lower-quality care (for example, failure to 
provide such evidence-based services as immimizations). 

18 3003|Annil.<.l'T,.re,«J 138 " t^a.uUl i|S09 
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fipirt 3. Adjusted relative risk for death associated with a 10% increase in Medicate spending overall and among specified 
subgroups of the colorectal cancer cohort. 



Itxnnie figura refer to the average monthly SounJ Security iocomes of die paticow’ ZIP code, Circles fei^resent the adjutted relative risk few death 
assuciuiud with a 10% increase in the Eod-ot-Lifc Expcuditvce Index across U.S. hospital referral hais tepixseni 95% Cls for die relaiive mlr. 

*Vfid-Ailaiitic, Somb Ailaniic, and Great Lakes regions. tDid not duingc bospiial r^oral r^ion of residervoe in the 1 to 2 ytstis before indot admifiann. 
HMO ~ health nuunlenanocoiganizaaoi^. 


On the Other hand, it is possible that the increased 
mortality rate could he cvplaincd by unmeasured differ- 
ences in case nix across regions of differing spciiding lev- 
els. We cried to account for this txititingcncy in oiir study 
design (by use of chc natural raiidomi^don approach) by 
comroUing for numerous padent and regional artribuces in 
our models. The stratified anal)'ses (Figure 2) aho suggest 
that unmeasured confbujiding is unlikely. Any potencial 
ennfounder would have to operate similarly accose all of 

|l8 Pcbruaiy JOCfl | AaOiik Vl liilciml MediUiK j VoluflK 13S * Kiunbcf i 


these strata. Some might argue, for example, that even 
among .similarly ill patients, those who are aware of in- 
creased risk might move closer to teaching hospitals or to 
higher-spending rc^ons (that l.s, that differences in pac- 
terni of migration, with sicker retirees moving to areas 
where capadtj’ is greatest, explain our finding?). That our 
findings are consistent across patienis in teaching and non* 
teaching hospitals and among patients who had recently 
moved and those wlio had not argues a^inst such con-- 
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Figure 4. Adjusted relaiiwe risk for death associated with a 10% increase in AAedicaje spending overall arid among specified 
subgroups of the acute myocardial infafxtion {Mti cohort. 



Income figures rrfer to the average iwomhly Social Sccwil}' income of the ]>aiient5’ ZIP codes. Circles represent the adjusted rditivc risk for deadi 
i^datol wiih a 10% increase in ihe End-of-Life Expenditure Indoc across U.S. bospical retural bare represent 95% Cls for the rdauve risk. 

*Mid-Atluncic, South Ailaniiu and Great Lakes n^ns. tDid nnc change hospital referral region of r<«idc-iicc in the 1 CO 2 years brfore index adirussioa 
l iMO — beiitb mainteiunoe organi^auon. 


foLindtitg. Ncveithclcss, die fundamental limiracion of ol> 
scrvaclonal studies must be acknowledged: We caiuiot tle- 
XTmire whether the small increase an mcrcalicy rate l.s due 
to the treatment difFcrcnt*.s (re^ond differences In prac- 
cicv) or to unmeasured differences in the iromparison 
groups. 

Our analyses using the AOEl provide additional evi- 
dence that the regional differences in Medicate spending 
observed axsoss the United Sfarc.s are unlikely to provide 
important benefits in terms of improved survival. These 

KWHatiralaDti 


findings surest that even when HlUls are strarifial ac- 
cording to differences In how patients are treated during an 
episode of acute illness, regions that cake the mon; Inten- 
sive approach to acute care do nor achieve better survival, 
For unmcj.sured confounding to have led to our findings, 
the unnicacurwl confounder would have to l>e correlated 
both with cnd-of-life spending and with regional differ- 
ences ill risk-adjustrd acute care spending and would have 
CO pcedia increased risk for death in all four cohorts, While 
this possibility must be acknowicdgcsdi it appears unlikely. 

16 IvWiau/v SOOjjAiuulsQringcnut M«dKins| VeluriK iSS'Kumlicr 
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Tahiti, Adjusted Relative Risk for Death across Quintiles of Medicare Spending and Relative Risk Associated with a 10% Increase 
In Medicare Spending, as Estimated by Using the Acute Care Expenditure Index (Sensitivity Analysis)*' 


Cohon 



Relative Risk (95% □) 


Continuous Models 




Quintile of AC-EI 




Hip fracture 
Colorectal cancer 
Acute Ml 

MCBS 

1 

(Lowest) 

1 .00 <iet«rent) 

1 .00 (leferent) 

1 .00 (Kferent) 
1.00<ieferent) 

2 

1.C03 <0585-1.016) 
1.024(0.994-1.055) 
1.C25(0J99-1.I»3) 
1.19(1 04-1 

i 

0.998(0,934-1,013) 

1.028 (0595-1062) 

1.029 <1.000-1 ,058) 
1.16<0.98-l 37) 

4 

0. 993 (0 978-1.009) 
1.022 (0 987-1.057) 
1.027 (0 997-1 Q5S^ 

1. (6(0.92-1-13) 

5 

(Highest) 

0.996(0.979-1.014) 

0. 995(0.959-1-032) 
1.037 <1.004-1.071) 

1 . QB (0.95-1.23) 

0.990 (0.983-0.998) 
1.000 (0985-1,016) 
1.009(0596-1.023) 
0^9 (0.94-1.05) 


* were nil wined from tegtessian model t tertiiig the aswcisiinn havien loudenec in hijhenpendingiwupiTai Kftjwl ftgioot (debrted on Jib 1ja>i« of the AC-F-O 

and mtvijjjiy for up eo j yen*. Jo/ 0l« ijuiaule cuorielii, LoKpitiJ referral rq^'nns were pniiped into quiniUM of Increesiog AC-EI leveli. T’ar the aoniinu<iii< iiKKleU, data 
cuptt^vnL Jjc leladve Tfal; for dutli afieoeaated witt a L0% increase in the level of ihc in die hoapicai ce6rciaJ reustrv cf cesidcsicer For adJiuonaJ dctailsi see Appendiai 

Seeuon P, available ac wwvrjnnjJs.oig. AC-El “ Acute Care lapemdiiure Index; MCDS = Mediesre CureeBt HeBe&jaey 5oJv<y; MI = my’oeudiaJ infuction. 


The consistency of our 6ndin^ across diffcent measures 
of the eY|io.i;urt and different study cohorts aigiics that the 
Increa.sed Medicare spending in high-cost regions provides 
no important benefits in terms of survival. 

A second limitation of this study is that we were able 
to examine functional outcomes and. sacisfection with care 
only in the general population saniple and nor in our three 
high-risk, chronic ^ca$c cohorts. Although the quality of 
care provided to the three chronic disease cohorts appeared 
no better in higher-spending regions, it remains possible 
chat ihe inctcased use of spedaJists, diagnostic tests, and 
hospital-based care led to hertet functional outcomes, qual- 
ity of life, or satisfaction with care. Further research is 
warranted to address this possibility. 

It is also possible, however, that the incrcavcd intensity 
of treatment provided to severely ill padents couki lead to 
pfxjrcr qualiry of life and less sadsfactiori. ‘I'hc most strik- 
ing tlifferences in priicricc in higher-spending regions arc 
found in the care of }>adents near the end of life, regardless 
of whether the definition of a "high-spending" region is 
based on one of the indices used here or on average per 
capita Medicare spending (8). Our findings suggest that 
rhe more ageT£.<sivc patterns of practice observed in high- 
-spcneling re^ons o^r no benefit in terms of their major 
aim, which is improving survival. In additionj -we know of 
no evidence to suggest chat the nearly threefold greater use 
of invasive life support (intensive care unit utill^tion, 
cn:c^ency incubation, and feeding tubes) seen in high- 


spending regions results in improved quality of life or sat- 
isfaction with care. 

Finally, because our primary exposure variable is eoo- 
le^cal, in the sejisc chat residence in a region with higfier 
Medicare spending is a eharaereristic of patients’ environ- 
ment, some may be concerned that our inferences axe sus- 
pect because of the "ecological fallacy” (39, 40). The eco- 
logical fallacy occurs when one tries to answer a purely 
ijidividual-lcvcl question (for example, Is high saturated fat 
hicakc associated with a person’s risk for heart disease?) 
with data derived from groups of |)eop1c (for example, the 
average risk for heart disease in a group). "1 he faiki^ lies in 
awumlng that an association observed at one Level of ag- 
gregation (for example, countries) automatically implies 
the association at a different level (for example, Individual 
parienu). It w most likely to occur when both outcomes 
and predictors of that ourcome (including measures of ex- 
posure and measures used to adjust for group differences) 
are ascertained only for the groups and jiot for iiidivitltiaLs. 
Our research interest was to determine whether a ^stem- 
level variable — increased Medicare spending in a given re- 
gion — leads to better care or better outcomes for rhe aver- 
age individual Mtdicare enrollee re.dding in that region. 
We chose an ecological (^tern-level) exposure jnea.sure 
because it is the appropriate exposure measure for this spe- 
cific research question. In addition, because we were inter- 
ested in the cfTcct.s of regional spending on the care of 
individual patients, otir unit of analjrsis was the j-tatiem. 


TahUS. Average Change per Year In Functioiial Status on Health Activities and Limitation Index among Participants In Ihe Medfcara 
Current Beneficiaiy Surrey aeeordingto Medicare Spending in the Hospital Referral Region of Residence* 


VartabI* QuInUteefEOt-El 


1 2 a 4 5 

(Lowefl) (Highest) 

Cliargc In functional 

status <95% Cl) -1,P6(-L36to --V.55> -2,13 (- 2.65 to -1.71) -2.2a(-284to 1.71) -1.94 (-2.40to -1.47) -1.9S f-2,42to 1. 


Scfittf OJI lie llalJi Attuviiies itwl LmitJiinnk Icidoi at follow-up ranged, from 0 (dearh) to IDO (ouilleni idl-astcMcd health and no limlLiiionj). Results controlled for 
diffipcncci in Jgr, sex. race, chronic rondiiions. Tcudenoe in a facility, residence in a metwjv.liwn tcgicn. whaher rwpoLiicju was bodridslen. smokinR satiu, income, 
ediJLJliiin, reaiiial SiaiilS. and Supylemenhil insiimnreevwfngir = iAd-oHUfc bipenditure Wot. 


la ffibcuafT MO^lAwihiiniiirnul Mtedttinr Volume l-iB-Nuother 
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Figure 5. Satis^ct^on with caie. 



An arrow poindng upward Indicates a po«idveiiaivuaucn between incxeiiseds[)eiidii^ dr J silMictiun. Bars represems !>5%CIs. Ql = quintile 1;Q5 = 
quintile 5. 


We mesisurcti uurcomes and variables us«i to adjust for 
group difFcrcnces at the patienr level and could therefore 
control effccrively for individiial characteristics in the anah 
ysis. The ecological fallacy therefore applies neither to our 
design nor to our analj'^is. We can legitimately condmlc 
diat the average Medicare patient in higher-spending re- 
gions (and the average padenc in each subgroup examined) 
receives much more care chan fhost in lower-spending re- 
gions and rhac diis additional care is not associated with 
better access to care, higbcr-t|iiality care, or better health 
outcomes. 

Previous research on regonal variations in udli7ation 
and outcomes has been largely ecological in design, exam- 
ining cross-sectional correlations ar the area level between 
sjxnding and utilization (5) or between spending or udli- 
iarion and mortality (9, 12, 22). 'i'hese earlier studies have 
been cdtidzcd for weak designs, inadequate individual- 
level measures to concroL for potcndal differences in case 
mixj insufficient clinical detail on the process of care to 
allow inferences on j>otcntiai causal pathways to be drawn, 
and limited outcome measures. Our study addressed each 
of these concerns. We adopted a longitudinaj dcsi^ and 
obtained extensive liascline data on patients’ health and 
sodoeoononiic status that allowed us to oontrol for poten- 
tial differences in need for care. We were also able to char- 
acienzc in detail patients’ access to care, use of servicesj and 
quality of care. Kinally. we showed that the«:e regional dif- 
ferences id utilization and outcomes were cunsistencly seen 
in eacli subgnmp of the samples. Black or white, poor or 
rich, high-risk or low-risk, panems in higher-spending re- 
gions received much more care (Appendix Tables 12 
imt.MiaJi.nY 


throu^ 14, available at www.annals.org) but did not have 
better outcomes. 

Our study provides limited guidance on the poiendal 
impact of reducing regional disparities In spending or the 
implementation of polides to constrain the use ^ these 
supply-sensitive services. From a clinical perspective, it is 
important to recognize that our study does not address the 
question of how the amount of care for an individual pa- 
tient in a specific case would afFecr that patients clinical 
outcome. What may appear to be relatively low-risk inter- 
ventions (such as hospitalization or ordering a diagnostic 
test) may cause harm in some settings, just as failure to 
provide chwc or other services (such as bypass surgery in 
high-risk patients) may cause harm in other settings. From 
a policy perspective, our study docs not tell us definidvelv 
that it is possible to reduce Medicare spending within a 
particular region vrithouc affecting patient care or out- 
comes. Previous research has shcjwn that vulnerable popu- 
lations may be harmed by reduced access to care ( 23 , 24) 
or as a consequence of public hospital closures (25). It is 
not always clear, for example, whether services such as spe- 
cialist consultations arc wasteful or beneficial. ’Thu poien- 
tial adverse impact of reductions in the use of benefidal 
services ami disruptions in cunent practice |>atteriis under- 
scores the importance of further research on these issues 
and of the impleraentarioii and evaluation of demonstra- 
tion projects intended to improve quali^ of care and pro- 
mote omservative approaches to managing patients with 
chronic disease (8). 

Debate over rhe need for further growth in medical 
spending and expansion of the medical workforce arc 
a»3|An«bofla«.o.|K{^:U..^|vaui..c 133-S’umb«r-ij2«7 
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largely based on the assumption that additionaJ services 
will provide important health bcjicfics m the population 
served. Oor study su^sts that this assumption is imwai- 
tanccd. Our study also underscores ihc need for research ro 
determine how to sa/cly red«« spending levels. If the 
United Stares as a whole could safely achieve spending 
levels comparable to those of the Icrwesc-spending regions, 
annual savings of up to 30% of Medicare expendituie* 
could be achieved (3). Such saving could pmvide the re- 
sources to fund important new benefits, such as prescrip- 
tion drugs or expanded Medicare coverage to younger age 
groups, or to extend the life of rhe Medicare Trust Fund to 
better cover the health care needs of future retirees. 

From Celtic for Evaluniive Clinieal Sdenca, Dartniouib Medical 
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More Efficient Physicians: A Path to Significant Savings in Health Care 

Juty2003 

Ths Consumer-Purchassr Disdosure Project is a uni<^u8 partnership of many of the nation’s leading consumer, 
labor, and purchaser organizations. The Disdosure Project believes that the primary drivers of improvements to 
the health care system will be (1) consLmers using valid performance information to choose providers arid 
treatments, {2) purchasers building peiormance expectations into their conlracts and benefit designs, and (3) 
providers acting on their desire to improve, supported with better information. The organizations involved in the 
Disclosure Project actively collaborate to achieve the following goal: 

By January 1, 2007, iAmencans iv»7/ be abfe to setecf ftosp/fais, physicians, phys»dar> groi/|as/de//ve/y 
systems and fresfmerjfs based on public reporting of naObna/iy standardized measures for safety, 
dmeiiness, effectiveness, efficiency, equity, and patieni-centeredness. 

The Disclosure Project advocates making information across ail of the Institute of Medidne six performance 
domains available and actionable by providers, purchasers, consumers, and policymakers. One of those domair^s 
that has received strikirtgly little attention, given the cost pressures being felt by purchasers and consumers, is the 
relative effldency with which care is delivered. In this context, effidervcy refers to average per patient total health 
care spending, per episode of care or per year, associated with a provider’s care, adjusted for differences in patient 
demographics and illness. To help inform the discussions both about Medicare reform and private sector efforts to 
reward more efficient physicians, the Disclosure Project sought out the opinions of leading actuaries and health 
researchers to esiimata the potential savings to Medicare if either a small portion of beneficiaries began using more 
efficient physicians or a similarly small proportion of physicians improved the efficiency of their practice patterns. 
While using different bases for their analysis, the results were remarkably consistent: Medicare and other 
purchasers could save from 2% to 4% of total costs If only one out often beneficiaries were to move from 
less efflclerrt to more efficient physicians. These results are also informed by separate research that has found 
that quality did not decline when providers practiced more efficiently. In fact, more efficient regions of the United 
Stales enjoyed better quality on some indicators than less efficient regions. The findings on potential savings were 
confirmed by three Independent analyses: 

• Potential Reductions in Medicare Costs via Increased Efficiency in the Delivery of Health Care 
{actuarial review by Milliman, USA, Mercer Human Resource Consulting and PricewaterhouseCoopers, 
LLP). This actuarial opinion assesses the implications of two scenarios applying the findings of the 
research by Dr. Elliot Fisher, et al., as described in articles entitled ‘'77?e fmplicetions ofRegtortal Variations 
in Medicens Spending.” In the first scenario, savings of 3.t% of total Medicare costs could be realized if 
half of the care provided in the rrallon's highest-cosI quintile is delivered with the oomtNned efficiehcy of the 
other four quintiles. In the secohd scenario, a 5.7% reductiori in total Medicare costs could be realized if 
hatf of the care provided in the two highest cost quintiles is delivered with the efficiency of the other three 
quintiles. 


• Estimates of Potential Savings To Be Gained by the Medicare Program rf Risk-Adjusted Practice 
Profiles Were Applied to Facilitete Beneficiaries’ Preferential Use of Efficient Physicians (Jonathan 
Weiner, DrPH, Johns Hopkins University), This paper uses evidence derived from assessing physician 
practice patterns in commercial, Medicaid and Medicare settings, and assesses potential savings to 
Medicare both with and without a prescription drug benefit, The paper finds that If one out of ten 
beneficiaries switched from less to more efficient physicians, it would result in savings of 2% to 4% of total 
Medicare spending 

• Estimate of Savings from Linking Health Insurance Plan Beneficiaries to More Efficient Physicians 

(AderieAsh, PhD, Boston University School of Medicine and DxCG, Inc.) This paper assesses practice 
patterns within a selected regional pool of physicians servir^g over 1 00,000 members based on inpatient 
and outpatient claims from 2001-2002. Optimistic assumptions about the potential savings suggest that 
moving about one out often benoflciaries (half of those being served by the least efficient thirty percent of 
physicians) could save approximately 2.5% of spending. 

: I; -'t 
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Potential Reductions in Medicare Costs 
via increased Efficiency in the Deiivery of Health Care 

The Pacific Business Group on Health (“PBGH"), on tjehalf of the Consumer-Purchaser Disclosure 
Project, has net)uested actuarial estimates of the amount of potential reductions in Medicare costs that 
could be achieved through increased efficiency in the delivery of health care. PBGH has requested 
that these estimates be based on the research conducted by Dr. Elliot Fisher, el al., as described in 
articles entitled “The Implications of Regional Variations in Medicare Spending."' 

Summary of Our Findings 

We have estimated savings that would accrue in two scenarios 

m Scenario 1 : Half of the care provided to Medicare beneficiaries in regions in the highest-cost 
quintile, as reported by Dr. Fisher, ef at. is provided In such a way that the costs are in 
keeping with the costs in regions in the other 4 quintiles. All other cate remains unchanged. 

□; Scenario 2 : Half of the care provided to Medicare beneficiaries in regions in the two highest- 
cost quintiles, as reported by Dr. Fisher, ef al., is provided in such a way that the costs are in 
keeping with the costs in regions in the other 3 quintiles. All other care remains unchanged. 

Our findings are summarized as follows; 

Percentage Reduction in Medicare Costs Through Increased Efficiency in the 
Delivery of Health Care to Aged Fee-For-Servlce Medicare Beneficiaries 

Scenario 1 Scenario 2 

3.1% reduction 5.7% reduction 

A description of our methodology is shown in the Appendix on page 4 of this report. 


Caveats 

In performing our analysis, we relied on the research described in the articles by Dr. Fisher and, by 
extension, on the data underlying that research - Incfuding, in particular, the Dartmouth Atlas of 
Health Cane, 1999. We have not audited or verified this research and data. If the research or 
underlying data is inaccurate or incomplete, the results of our analysis may likewise be inaccurate or 
incomplete. If there are material defects in the research or data, it is possible that they would be 
uricovered byadetailed, systematic review to search for data values that are questionable or for 
relationships that are internally inconsistent. Such a review is beyond the scope of our engagement. 

Our analysis is based on Medicare spending patterns in 1 996. We believe that these patterns provide 
a reasonable basis for the findings in this report. However, it is possible that the patterns have 
changed since 1995 so as to affect the findings materially. It may be desirable to update our findings 
based upon an analysis of regional Medicare spending patterns in years later than 1 996. Such a 
review is beyond the scope of our engagement. 


’ Annals of Internal Medicine, Volume 1 38, Number 4, February 18, 2003. 
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The savings estimated would likely not be achievable immediately upon Implementation of program 
changes; rather, they would occur over a substantial transition period. Actual savings achieved may 
be lesser or greater than our estimates, depending on the specific program changes adopted end 
measurement time periods. 

Finally, the research reported by Dr. Fisher, et al., in the referenced articles detected little or no 
positive Impact of increased Medicare spending on quality of care, access to care, outcomes of care, 
or patient satisfaction with care, and, by implication, little or no negative impact of decreased 
Medicare spending. We have not reviewed these findings and, although we have no reason to 
question them, we take no position as to their validity. 

This report has been prepared for the internal business use of PBGH. We understand that the 
Disclosure Project Intends to share these estimates with federal policymakers and their staff as input 
to their consideration of potential changes to Medicare. When provided to others, the report must be 
provided in its entirety. We do not intend to benefit and assume no duty or liability to any third parties 
who receive the report in this fashion. 


Jay C. Ripps, Consulting Actuaty 
Milliman USA 

Fellow of the Society of Actuaries 
Member of the American Academy 
of Actuaries 


Geoi^e B. Wagoner, Principal 
Mercer Human Resource 
Consulting 

Fellow of the Saciefy nf Actuaries 
Fellow of the Conference of 
Consulting Actuaries 
Member of the American Academy 
of Actuaries 





Jean M. WodarcTyk, Principal 
PricewaterbouseCoopers LLP 
Fellow of the Society of Actuaries 
Member of the American Academy 
of Actuaries 
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Appendix: Methodology 

1 . 1 996 Medicare spending (fee-for-service, aged population only -- before adjustment for age, 

sex and race) was split into quintiles as defined in the research conducted by Dr. Fisher, et al., 

using backup data provided to us by Dr. Fisher 

2. For Scenario t : 

a. Services represented by 12.5% of the Medicare spending dollars for Quintile 5 (the most 
costly quintile) were assumed to be provided at the level of efficiency represented in 
Quintile 4. To estimate the financial impact of this, we adjusted those dollars by the ratio of 
Quintile 4 adjusted per capita cost to Quintile 5 adjusted per capita cost, as reported by Dr. 
Fisher, et al., in the referenced report. 

b. Similarly, 12.5% of Quintile 5 dollars were assumed to be provided at the level of efficiency 
represented in each of Quintiles t , 2 and 3 

c. The adjusted dollars for the services assumed to be provided at more efficient levels were 
added to the unadjusted dollars (100% of Quintiles 1 through 4 and 50% remaining from 
Quintile 5) to arrive at the total adjusted 1 996 Medicare spending. 

3. Scenario 2 was evaluated using a similar method as that described above, except; 

a. 16.7% of spending dollars for Quintile 5 was assumed to be provided at the level 
represented in each of Quintiles 1 through 3; and 

b. 1 6.7% of spending dollars for Quintile 4 was assumed to be provided at the levels 
represented in each of Quintiles 1 through 3 
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Estimates of Potential Savings To Be Gained by the Medicare Program if 
Risk-Adjusted Practice Profiles Were Applied to Facilitate Beneficiaries’ 
Preferential Use of Efficient Physicians 

By Jonathan Weiner, DrPH 

Professor of Health Policy & Management, Johns Hopkins University 
fiwemer@ihsoh.edu . 410-955-5661) 

July 1,2003 


1) Goal of This Document: 

To provide an estimate of potential cost savings to the Medicare program if risk-adjusted “efficiency” 
profiling were used to identify physician groups or “naturally occurring networks” made up of the most 
efficient physicians, and then a proportion of beneficiaries preferentially used these physicians over 
less efficient physicians. An assessment of the implications of such a policy on quality of care is also 
assessed. 


2) Sources of Evidence: 

Estimates are derived from evidence based on a decade of pattern-of-practice analyses using risk- 
adjusted efficiency profiling and assessment of the quality of care of "low cost” vs. “high cost' 
physicians and provider wganizations. Dr. Weiner and colleagues at the Johns Hopkins University 
did this work. 

The evidence is based on research at a private nationwide open panel IPA HMO: the Maryland 
Medicaid program, a large business coalition in the Midwest, and a study that accessed 100% FFS 
Medicare data files from th ree states (Iowa, Alabama, Maryland). Most of these data were from the 
1990s. 


3) Key Assumptions: 

Summary of Existirrg Evidence on Physician Efficiency Differences 

Difference in the case-adjusted efficiency between the 30% of physicians that represent the most 
efficient cohort, and the 30% that are the least efficient, was consistently at least .8 vs. 1 .2 of average 
(average is set at 1.D)for all three databases. This means that the patients of the most “efficient” 
group of providers (after case-mix was taken Into account) used on average 20% less services than 
expected while the patients of the least efficient cohort of physicians used services that were 20% 
more than expected. 

Therefore, for this simulation, "risk adjusted efficiency ratios” of .8 and 1 .2 were assumed. This ratio 
reflects a type of "observed to expected" ratio, where the actual costs of all patients treated by the 
cohort of physicians is divided by the “expected" costs. (The latter are based on the risk adjusted 
expectations for similar patients in the entire benefidaty population being studied.) The .8 and 1 .2 
assumptions can be considered reasonably conservative; actual evidence suggests that higher inter- 
physician efficiency differences are often seen. 

This assessment focuses on patterns of practice around ‘naturally occurring” (i.e. in FFS practice) 
choice of primary physician or multi-specialty physician groups. That is, the estimates are based on 
observations of organized "physician teams” (e.g., multi-spadalty groups) and primary care physicians 
and the specialists that ccmprise their natural referral pattams. 
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Research on specialty specific efficiency is more iimited and patterns of practice of individual 
specialists is not considered here, However, estimates in this analysis embody ali health plan 
covered costs. These include costs of all physician care (including specialist care), care provided by 
other providers, hospital costs, and pharmaceuticals where covered (in the commercial and Medicaid, 
but not Medicare populations). 

These estimates ate based on an average cohort of patients at all morbidity-burden/case-mix levels. 
More money could potentially be saved if the sictest patients were directed to the most efficient 
physicians, as their costs are considerably higher and any savings that accrue wouid be 
proportionate. 


Cost of Care Assumptions 

The average per year (2006) cost for each Medicare beneficiary was assumed to be $7,500. Thus 
applying the .8 and 1.2 assumption, the most efficient third of physicians would have an estimated 
average per patient cost of $6,000 and least efficient third about $9,000. 

If pharmacy coverage were enacted (assuming $1 ,200 coverage per Medicare beneficiary) the 
estimated total per year per person cost with Rx added in each cohort would be approximately 
$7,000, $8,700, and $10,400 respectively. (Note: Rx variation is aven greater among most and least 
efficient physician cohorts, but the same variation rate - .8 and 1 .2 -- was assumed to ensure 
conservatism in savings estimation). 

Cost savings (without Rx) between the high and low efficiency physician cohort can be estimated at 
$3,000 per person. A more conservative 50% savings of $1 ,500 was also assumed in order to 
account for factors sucti as a degree of continued use of less efficient physicians (particularly in a 
PPO non-gatekeeper environment). With Rx added, the savings estimates between the efficient and 
Inefficient physician group wou Id be $3,400 and $1 .700 respectively for 1 00% and 50% savings 
assumptions. 


4) Projected Savings to the Medicare Program 

What follows are the estimates of applying these assumptions for an estimated cohort of 42 million 
Medicare enrollees. 

If the approximately 30% of enrollees who receive care from the least efficient cohort of physicians 
received care that was as efficient as that provided by the most efficient physicians, the overall 
savings could be estimated as follows: 

For these 1 2.5 million individuals, for the non-Rx costs, the full potential savings (at $3,000 per 
patient) would be $37.8 billion (or approximately 12% of total program costs). Assuming projected 
savings is overestimated by 50%, the savings level would be about $18.9 billion (6% of program 
costs). With Fix costs added in, the overall savings estimates are $42.8 billion and $21 .4 billion 
respectively. 

If one assumes that instead of the entire 30% of enrollees (i.e. 12.5 million) with the least efficient 
physicians received more efficient care, only 10% of the population - one-third of those being seen by 
the least efficient physicians (i.e. 4 million enrollees) - would be directed to the most efficient 
physicians, then the cost savings (without RX) would be $12 6 bilfion at the 100% differential 
(between efficient and inefficient physicians; saving approximately 4% of programs costs) and $6.3 
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billion for tfie 50% difforentlal (saving 2% of program costs). With Rx added, these “savings' figures 
would be $14.3 billion and $7.1 billion. 

In sum, if one assumes a shift of 12.5 million anrollees from inefficient to efficient patterns of care, the 
savings (with Rx) could range from $42.8 to $21.4 billion: or 12% 1o 5% of total Medicare program 
costs. Assuming that only 10% (4 million) of the enrollee cohort shifted, the estimated savings would 
range from $14.3 to $7.1 billion or an estimated 4% to 2% of program costs. 

The impact on the program would be proportional, depending on the number of enrollees affected and 
how many physicians were or were not included on "preferred physician lists,' For example, within a 
program specifically serving 8 million enrollees, if the program shifted care for the 10% of patients 
now using the least efficient physicians to the most efficient physicians, and if one assumes the more 
modest 50% practice differential savings across these two physician cohorts, then an estimated 
$1 ,700 per patient (with Rx) could be saved , Thus, the estimated program savings would be $1 .4 
billion or about 2% of the estimated $69 billion program costs. 

In sum, the most conservative '‘bottom line” estimates of savings of applying this strategy 
would probably be 1.0% to 3.0% of program costs. But this would involve several Important 
assumptions, including: from 5% to 10% of enrollees will switch to the most efficient 
physicians and that there Is adequate capacity for expansion among the more efficient 
physicians to add them to their practice rolls. 

A full discussion of policy options that could be used to capitalize on the information gained from risk- 
adjusted physician profiling goes beyond the scope of this document. However, it should be noted 
that a variety of program interventions could be applied. For example, as an alternative (or in 
addition) to shifting patients to more efficient providers, other interventions could attempt to change 
the practices of the least efficient providers. Another approach could rely on payment re-design 
where a decreased fee schedule could be applied for less efficient providers. The Minnesota 
Business Coalition used a similar approach for a number of years. Efficient providers received an 
add-on factor to their FFS RVUs and the inefficient providers were paid a deflated standard RVU, that 
took into consideration their higher than expected billings 


5) Implications for Quality: 

In an analysis within Maryland Medicaid (when It was a FFS program) when the low cost physicians 
were compared to the highest cost, they had better quality for adult diabetes and hypertension care, 
and adult well care. Their quality levels were the same when several other conditions were assessed. 
This research was based on detailed chart reviews (of all key primary and specialist physicians) and 
claims data analyses (see Starfeld et af). 

A comparison of 18 medium to large private group practices participating in a employer coalHion 
sponsored plan in Minnesota did not show any significant differences between those with highest risk- 
adjusted coats and those with lowest costs when HEDIS-like analyses using claims data were 
performed for several conditions (see Solberg et al.). 

There Is no evidence that quality of care would decrease if such a strategy were implemented. 


6) Caveats & Next Steps: 

These estimates are made with the best available data, but the bottom-lines presented should be 
viewed as “educated guesstimates.' 
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These estimates could be improved if Medicare specific data runs were made using a recent 1 00% 
sample of Medicare claims data for selected regions. More comprehensive analyses of this type are 
recommended. They are quite feasible with data currently in the possession of the Centers for 
Medicare and Medicaid Services and I would be pleased to participate in such an analysis. 

Further work on the cost-quality trade-offs and access to cate issues (particularly in rural areas) is 
also warranted using actual Medicare patterns of care data. 
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Parente ST, Weiner J, Gamick D, Fowles J, Lawthers A, Palmer H, Profiling Medicare Beneficiary 
Resource Use by Primary Care Practices: Implications for Manag^ Medicare. Health Care 
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Powe N., Weiner J., Starfield B., Stuart M., Baker A., and Steinwachs D. Assessing Provider 
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Based Profile of Care Provided to Medicare Patients With Diabetes. JAMA . 1995; 273(19):1503- 
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Practice Patterns. J of Amb Care Management . 1994; 17:44-75. 


Also: Medicare program estimates were derived from recent (4/03) fact sheets developed by the 
Kaiser Family Foundation (KFF.ORG) 
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Estimate of Savings from Linking Health Insurance Plan Beneficiaries 
to More Efficient Physicians 

Prepared by Arlene Ash, PhD 
Bostorr University School of Medicine and DxCG, Inc 

June 25, 2003 

Scope of work: Estimate the potential cost savings that could be achieved if half the people who go 
to the "most inefficient providers" have their costs reduced to the levels achieved by the remaining 
providers. 

Dataset: Anonymous/convenience data set containing over 1 00,000 members, each assigned to a 
unique PCP (from just under 120 physicians), covered by a managed care health plan from the 
Southeast. The population is privately-insured, primarily under-age-65 (Commerdal), and costs are 
calculated based on inpatient and outpatient claims from 2001 -2002. 

Deliverables; Summary analyses by provider, looking at observed vs. expected cost (that is, 0/E 
ratios). Expected cost was derived using DxCG risk scores, where 1 .000 is average-single-member- 
cost for the health plan. 

Caveats: The calculations provide optimistic estimates of potential savings, in that they implicitly 
assume the following: 1) high O/E ratios (the marker for inefficiency), even for providers with small 
panel sizes, are accurate (and repeatable) estimates of underlying efficiency. 2) the patients of 
"inefficient" PCPs who could be induced to move to more "efficient" doctors, are, on average, just as 
expensive as those who would not move, 3) "moving" would cause patients to incur the lower costs 
seen among existing patients of the more efflclent providers, and 4) "moving" is cost free. 

Results: 

A summary of the findings is shown below in Table A. Assuming that people who moved from less 
efficient (higher O/E) providers to lower ones would experience the efficiency ratios of the lower 
providers, the savings (expressed as a percentage of total expenditures) to the plan would be; 0.5% if 
half the people in the upper decile (2.7% of the population) moved; 1 .6% if half the people in the 
upper two deciles (5.8% of the populatbn) moved; 2.8% if half the people in the upper three deciles 
(1 1 .4% of the population) mov^; 3.8% if half the people in the upper four deciles (15.8% of the 
population) moved; and 4,9% if half the people in the upper five deciles (21.6% of the population) 
moved. Linear extrapolation of these data assigns potential savings from moving 10% of people of 


Table A: Estimated Savings From Linking Insureds to More Effieicnt Physcians 


Decile 

Individual Decile Statistics 




#PlYrs 


ESS 

Mean 0 


% of people moved 

% of $ saved 

mm 

10 

■*!=S1 


$ 752 



2.7% 

0-5% 

9 

12 



$ 2,070 



5.8% 

1.6% 

8 

12 

11.395 


$ 1,784 


■HEM 

11.4% 

2.8% 

7 

12 



$ 1,980 

$ 2,138 


15.8% 

3.8% 

6 




$ 1,871 

$1,908 

■TiM 

21.6% 

4.9% 

5 

mm 


WiTil 

$ 1,903 

$1,890 


26.8% 

6.0% 

4 

mm 

■ixm 


$ 2,000 

$1,921 

■if;M 

31.9% 

7.4% 

3 

mvM 


ngg 

S 1.630 

$ 1,503 


39.5% 


2 

wtm 



$ 1.820 

$ 1,514 


46.6% 

15.8% 

1 

12 

7,004 


$ 1.116 


■ana 

- N.A. - 

-N.A.- 
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Summary of health plan evaluation for change in provider effectiveness: 

1) 118 Primary care providers split jnto "deciles* of effectiveness, as measured by Observed 
dollars / Predicted dollars (O/E) for patients under their care. The total population analyzed was 
116,000 people, 103,000 patient years. Decile 10 is the most "irefficient," that is, it has the 
highest O/E ratio. 

2) Savings calculated as "dollars saved if half the people in the upper 'k' deciles were treated 
with the O/E ratio that pertains for people in the lower ‘10 minus k’ deciles”, e.g. dollars saved if 
half the people in the upper two deciles (Deciles 9 and 1 0) were treated with the O/E ratio that 
pertains for people in the bottom two deciles (Deciles 1 and 2). 

3) Percent savings equals savings from 2) above divided by total observed actual expenditure for 
the population. 

CONCLUSION 

Assuming that people who moved from less efficient (higher O/E) providers to lower ones would 
experience the efficiency ratios of the lower providers, the savings (expressed as a percentage 
of total expenditures) to the plan would be: 

0.5% if half the people in the upper decile (2.7% of the population) moved 
1.6% if half the people in the upper 2 deciles (5.8% of the population) moved 

2.8% if half the people in the upper 3 deciles (11 .4% of the population) moved 

3.8% if half the people in the upper 4 deciles (15.8% of the population) moved 

4.9% if half the people in the upper 5 deciles (21.6% of the population) moved 

"Under these assumptions, ff you could move about 20% of the people, you could save about 
5% of dollars.* 
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ABOUT THE CONSUMER-PURCHASER DISCLOSURE PROJECT: 

The Consumer-Purchaser Disclosure Project believes that the primary drivers of improvements 
to the health care system will be (1 ) consumers using valid performan ce information to choose 
providers and treatments, (2) purchasers building performance expectations into their contracts 
and benefit designs, and (3) providers acting on their desire to improve, supported with better 
information. As a broad-based coalition of many of the nation's leading consumer, labor, and 
purchaser organizations, the Disclosure Project advocates making information across all six 
I nstitute of Medicine performance domains publicly available and actionable by providers and 
consumers. The organizations involved in the Disclosure Project actively collaborate to achieve 
the following goal: 

By January 1, 2007, Americans •mil be able to se/ect hospitals, physicians, physician 
groups/tfelivery systems and treatments based on public reporting of nationally 
standardized measures for safety, timeliness, effectiveness, efficiency, equity, and 
patient-centeradness. 


TECHNICAL SUPPORT PROVIDED TO THE CONSUMER-PURCHASER DISCLOSURE 
PROJECT BY; 

Amie Milstein, MD, MPH 

Medical Director, Pacific Business Group on Health 
National Health Care Thought Leader, William M. Mercer 
415-743-8803 

Amold.Milsteln@mercer.com 


Please contact Dr. Milstein if you have any questions or need additional information about this 
report. 
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Attachment C 

Methodology to Estimate Savings Potential From More Efficient Physicians'' 

T 0 roughly estimate how more frequent use of efficient physicians might reduce health care 
spending, national etforts to apply this method were surveyed. This method differs from 
mainstream managed care methods, which select physicians primarily on their willingness to 
discount their unit prices and cooperate with utilization management methods. 

Three naniral experiments were conducted between 1994 and 2001, in widely varying 
geographies by Pimey Bowes, Union Carbide, and Regenee Blue Shield. While each varied in its 
specific approach and degree of physician selectivity, they shared the characteristic of using 
software to analyze large health insurance claims databases and develop a health insurance plan 
network that promoted use of physicians whose practice style was associated with lower total 
morbidity-adjusted costs of care for which they appeared to be the primarily accountable 
physician. Physician efficiency in managing the total costs of health care that can be plausibly 
influenced by his or her services is termed “allocative efficiency.” Attribution of costs to a 
primarily accountable physician was based on logic that considered the timing, frequency, and 
content of services that each physician provided. Each approach iucprporated outlier thresholds 
in order to insulate physician efficiency ratings from the effects of very expensive illnesses. 

None of the three natural experiments met criteria for scientific publication. Results were poorly 
documented and several confounding variables were inadequately account for. Accordingly, 
their results should be regarded as directional rather than definitive. Strikingly, all three 
approaches were associated with a similar-sized 12-17% reduction hi per capita health care 
spending in the subsequent 12-24 months when compared to the prior year’s spending plus 
concurrent regional health insurance trend. These reductions were obtained starting from both 
weak (i.e., PPO) and strong (gatekeeper POS) states of baseline patient care management. 

None of these early experiments attempted to compare the pre-existing physician network with 
the efficiency-selected network on quality of care measures. However, all three limited their 
efficiency-selected networks to physicians who had met quality credentialing standards in the 
pre-existing network. All assured that the efficiency-selected netwoik included at least a 
proportionate number of physicians with strong reputations for high quality in Ihe judgment of 
physicians who managed the pre-existing network. In estimation of savings, all three 
experiments attempted to account for the effects of any year-to-year changes in population risk, 
plan coverage richness, physician economic incentives, and utilization management programs. 
However, their methods and results were poorly documented and/or imprecise. Accordingly, tlie 
- 15% reduction in per capita health care spending achieved by all three health plan sponsors 
should be regarded as order-of-magnitude insight into health insurance economies achievable via 
health care plans that create mcentives for consumers to select more efficient physicians. The 
Pitney Bowes experiment is the only one of the three to have been described in the published 
literature, and is summarized below. 


' From "Improving Ihe Value orilealth Benefit Plans Through Consumer Driven ITeilth Care,” 
Mercer ITuirem Resource Consulting, 25 April 2002. 
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The Pitney Bowes Experiment 

The Pitney Bowes Experiment is detailed in an ivrtide entitled, “Pitney Bowes: Using 
Comprehensive Cost Infcirmatnm to Build Provider Networks” (published in Benefits Onarterly, 
Seeond Quarter, 1 995). A pre-intervention analysis of physician efficiency (discussed below) 
was performed in 1993, and the efficient network was implemented in 1 994 (grouper and 
methodology used: Diagnostic Clusters, published in Medical Cars, 1 995, 33(5), pp. 463-486, 
“Profiling Physician Practice Patterns Using Diagnostic Clu-sters”). A second analysis w'as 
performed and Pitney Bowes ’ effi cient provider network was rcti ned in 1 996 (grouper and 
methodology used; Episode Treiitiuent Groups (ETGs) from Symmetry Health Systems). Impact 
on per capita health care spending was measured in 1 994 and 1995. 

The arraugement at Pitney Bowes included two distinct componeiils. First, the company reached 
out to the medical community for input and participation in crafting both a clinical and business 
paitnersbip that would more highly value efficiency in health care delivery in Fairfield County, 
Connecticut (the company’s home base of operation). Second, the lorapany encouraged use of 
physicians with favorable efficiency profiles via a conventional point-of-service health plan, as 
well as an “exclusive" provider network health plan, which excluded coverage for out-of- 
network care, except in emergencies. 

Plan Offerings Before and After the Experiment 

In 1993 (the year before program implementation), Fairfield County employees were enrolled in 
three different health plans: MelLife (a PRO plan), Physician Heailli Services (PHS, an H.VIO 
with no out-of-netw'ork benefit), and ConnectiCare (CC, an KMO with no out-of-network 
benefit). Employee distribution in these plans was: 75% in Metl.i fs; 20% in PHS; and 5% in CC. 

The MetLifc PPO plan was designed to direct employees to PPO providers, although the 
channeling incentive was not strong (approximately a 10% difference in coinsurance between in- 
network and out-of-network uiilizatiou). About 70% of employee expenditures were incurred 
through PPO providers. Similar to the experimental plans, the MetT, ife PPO plan had inpatient 
utilization review (UR) and large case management programs, and did not provide incentives for 
physicians to achieve utilizatitiii or cost reductions. Approximately .50% of the roughly 3,500 
physicians in Fairfield County were in the MetLife PPO network. Physicians were paid on a 
discounted lee-for-service (FFS | basis, and hospitals were paid on a per diem basis. The 
reimbursement method and negotiated fees were judged by Pitney Bowes to be similar in the 
experimental plans. 


f he new' health plan program became effective January 1 , 1994, Pitney Bowes offered two plans, 
both administered by PHS: PHS point-of-scrvice (POS) plan, and PHS exclusive provider 
orgauization (EPO) plan. Pitney Bowes discontinued the MetLife Pl’O plan, the PHS HMO, and 
the CC HMO. 


Mercer Human Resource Corsulting 
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The POS plan had a $10 offiet; visit fopay, 80%/20% out-of-nerwoik coinsurance, and no 
gatekeeper mechanism. The EFO had a $10 copay, no out-of-net\vork benefit, and no gatekeeper 
mechanism. After the 1994 open enrollment, the distribution of Fairfield County employees was: 
,55% PHS-administered POS, and 45% PFlS-administered EPO. 

This constituted about two-thirds of the physicians in the MetLifc PPO in which most Pitney 
Bow'es enrollees had panicipated in the prior year. Like MctLife, PHS sought to contract with 
physicians providing cost-effective care; but PHS had not selected their 40% smaller HMO 
network of 1 ,000 physicians based on profiling their comparative efficiency. Most of the PHS 
physicians also participated in .MetLife’s 1 ,750 physician PPO network. 

Pre-Experiraent Physician Efficiency Study 

In 1 993, a study was performed to compare total health care costs per episode of illness for the 
1,750 phy.sicians in MetLife’s PPO plan versus the l.OOO physicians in PHS’s HMO. The top 
20 specialty types were evaluated, including primary care physici.ms (general/family 
practitioners, general intemisisl. pediatricians, OB/GYNs, general surgeons, and orthopedists. 

The .study included two populations of Fairfield County Pimey Bowes' employees (and their 
dependents). Both populations nad complete individual claimant level ambulatory, outpatient, 
inpatient, and prescription drug data for the two-year period Januars' 1, 1991 through 
December 31, 1992. 

The first population consisted (rt'Pitney Bowes employees and their dependents enrolled in the 
MetLife PPO. Approximately 75% of employees and dependents were enrolled in the MetLife 
PPO at the time of the study. 

The second population comprised all members enrolled in PHS’s KMO, not just Pitney Bowes 
employees (see 1995 Benefits Quarterly article for more infomiation on plan design and 
physician reimbursement mechanisms). 

Methodology and Pre-Experiment Study Findings 

Details of the Diagnostic Cluster methodology are provided in the 1995 Benefits Quarterly 
article. For primary care physicians (PCPs), results of the analysis showed that PHS had 
succeeded in selecting more efficient physicians into their pre-existing HMO network. Wlien 
compared on similar episode.s-of-illness, average longitudinal episodes-of-care cliarges were 
34% lower (P<0.01) for the PHS HMO PCPs as compared to the MetLife PPO PCPs. Fur 
specialists, results showed that average episode-of-carc charges were 25% lower (P<0.01 ) for the 
PHS HMO specialists as compared to the MetLife PPO specialists. The efficiency study also 
identified the most efficient PHS physicians by specialty type. Pitney Bowes concluded that PHS 
physi cians delivered care more efficiently than physicians providi ng care via the MetLife PPO 
plan. 


5fi 
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Physician Composition of PHS POS and EPO Networks in the Experiment 

PH.S decided to move ali employees to two variants of the PHS HMO physician network. To 
acliieve this, Pitoey Bowes otfeied two health plans, both administered by PHS: 

• PHS POS pkm. Aii 1 ,000 pliysicians under contract with PHS H.VIO remained in the 
experimental PHS POS network. No PCPs or specialists were eliminated. Under this plan, 
about 1.000 physicians provided care to POS-enrolled Fairfield County employees (and their 
dependents). The POS plan had a SiO copay, 80%/2O% otit-of-iietwork coinsurance, and no 
gatekeeper mechanism. 

• PHS EPO plan. This network was a subset of the PHS H.MO plan. The 1 00 least effwient 
PHS HMO physicians (i.e.. who used significantly more resnwce.s to treat the same 
episodes) were not included in the EPO network. This exclusi on encompassed physicians 
from almost every specialty type. No additional physicians were added to the PHS EPO 
network. Thtis, approximately 900 physicians provided care to HPO-enrolled Fairfield 
County employees (and their dependents), Tlie EPO plan had a SIO copay, no out-of-network 
benefit, and no gatekeeper mcchatiism. 

Monthly employee premium contribution.s were reduced fur employees tliat enrolled in the EPO 
plan. Consequently, there was substantial enrollment in EPO plan in 1994, the first year of the 
experiment: about 45% of all Fairfield Countv emplovees. The remaining 55% enrolled in the 
PHS POS plan. 


Representatives of Pitney Bowes reviewed the entire panel of EPO physicians with the medical 
director of PHS. The PHS medicai director and Pitney Bowes representatives found a high 
concordance with anecdotal evidence ot practice pattern efficiency and equal representation of 
physicians with favorable local reputations for high quality of care. 

Savings from the Experiment: 

The Combined Impact of Plan Design Changes and More Efficient Physicians 

The program became effective on January I, 1994, In the first year of implementation (1994), 
the company’s per capita health care cost fell 9.3% compared to a 10% concurrent increase in 
premium trend in Connecticut, generating a savings estimate of 19.3%. Additional health plan 
administrative charges were negligible. 

• In the pre-implementation year (1993), per employee costs were calculated by adding 
together the PHS and CoiinectiCare HhfO total premium costs and the self-insured MetLife 
inderrmity plan costs. The MetLife administrative services chai’gcs were included. This total 
was divided by the total number of employees electing coverage in one of the three offered 
health plans. 
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• In the post-implementation year (1994), per employee costs were calculated by addhig 
together the PHS POS and EPO costs (no fixed premiums were charged by PHS), The PIIS 
administration services charges were included. This total was divided by the number of 
employees selecting POS and EPO plan coverage. 

In year two of the experiment, Pitney Bowes’s per capita health care costs rose at a rate that was 
5% less than concurrent health insurance trend in Connecticut for a two-year cumulative savings 
of 24.3%. The current Medical Director at Pitney Bowes, Dr. Jack Mahoney, estimates that less 
than 30% of the 24.3% savings was attributable to greater enrollee point-of-service cost sharing 
due to the experiment’s plan designs. Pitney Bowes judged potential savings from premium 
taxes, Ironi elimination of favorable selection by the two insured HMOs offered in 1993, and 
year-to-year shifts in the total population’s health status to be negligible. Dr. Mahoney felt 
savings could have been significantly greater with greater steerage to the EPO network via lower 
employee premium contributions. 

The results suggest that a highly this well-implemented program to direct individuals to efficient 
providers generated savings equal to 1 7% (70% of the two-year cumulative 24.3% per capita 
spending reduction). 

Postscript 

Physician Health Services (PHS) was sold in 1996, the third year of program implementation. 
The new owner was unwilling to continue the contract, and the program was discontinued. 
Nonetheless, third year per capita costs remained lower than the community experience, 
indicating a carryover effect fi^om linking the Pitney Bowes population to more efficient 
physicians. By year four, Pitney Bowes healthcare costs began re-approaching the community 
average. 

The current Medical Director at Pimey Bowes, Dr. Jack Mahoney, who closely evaluated the 
experiment, believes that its results can be more widely generalized. He identified three success 
factors; First, there was a significant oversupply of physicians in every specialty. Second, the 
physicians were not organized into strong negotiating blocks. Third, physicians had no efficiency 
data with which to validate the Pitney Bowes ratings. 

While physicians are more organized and have access to more data now in Fairfield County (and 
in many other places). Dr. Mahoney feels there is also greater physician acceptance of more 
sophisticated contracting strategies to constrain costs. He predicts that similar narrowing of 
networks via efficiency profiling could also be applied to hospitals where there is an oversupply 
of beds. Finally, he points out that there are now better quality of care measures, which can 
supplement network quality eredentialiiig to assure consumers that quality of care is not being 
sacrificed by more efficient physicians. 

Some employers have failed in efforts to encourage enrol lees to select narrower network plans. 
Pitney Bowes succeeded by: (1) preserving enrollee choice via assuring a POS option; creating a 
significant incentive via consumer out-of-pocket cost for selecting an in-network POS provider; 
creating a significant incentive via consumer premium contribution levels to select the EPO plan 


Mercer Human Resource Coosullirg 


52 


25 April 2002 



71 


rather than the POS plan; and assuring that both plans were rooted in more efficient physicians, 
rather than in physicians selected for their acceptance of a discourted fee schedule and 
utilization management. 

Many physician groups and managed ciue organizations have profiled the comparative allocative 
efficiency of individual physicians. Fewer have profiled their qual ity. However, almost none 
have shared ratings with consumers oi rewarded consumer choice of more highly rated 
physicians within their group or network. While there arc many val id concerns associated with 
making comparative provider quality and efficiency available to co.nsumers’ and a basis for 
creating incentives for higher value consumer selections, most can be solved or attenuated. In an 
industry in which indivi dual physicians control the vast majority of national expenditures, 
efficient spending will require strong market reinforcement of phvsicians and multi-physician 
organized systems of care delivenng superior customer value. Pitiiey-Bowes and other 
pioneering purchasers and health plans have shown it to be feasible and effective. It will be up to 
those that follow to integrate quality ratings, and to improve data feeds and analytic methods. 
These advances will enable improved customer value and greater market rewards for higher 
value providers. 


The challenges of validly comparing - adividual physician peifoimancc have been well articulated in publications 
by Greenfield, Hofer and others. Odier authors have correctly pointed to the eventual importance of multi- 
physieran systenvs of care in rating .he quality and econooiic ctlicieney of heath care. 
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Response to Questions by the Senate HELP Committee from Arnold 

Milstein, M.D. 

Question 1. Dr. Davis asserts that consumer-directed health care is just a way to 
shift more costs to consumers, creates more “under-insured,” and harms consumers 
by leading them to skip necessary care. Can you please comment on this? Is con- 
sumer-directed health care just a fancy term for cost-shifting? 

Answer 1. There are several forms of consumer-directed health care. “Blunt” 
forms that incentivize consumers to avoid health care of all types are likely to create 
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the problems that Dr. Davis described. “Precision-tailored” forms that incentivize 
consumers to use the most cost efficient, high quality physicians, hospitals, and/or 
treatment options are unlikely to create such problems. 

Question 2. You mention innovative projects by Pitney Bowes and Union Carbide, 
which incentivize physicians to improve their efficiency and/or encourage bene- 
ficiaries to utilize physicians with more efficient practice patterns. Could you discuss 
cost reductions and improved patient satisfaction that result from such initiatives? 
If those benefits are realized, why has this practice not been incorporated into other 
privately sponsored insurance programs? Do you see any impediments in general- 
izing such practices? 

Answer 2. These two employers captured a reduction in total per capita health 
care costs of roughly 17 and 9 percentage points, respectively. Employee satisfaction 
was not measured, but both employers described the impact on employee relations 
as low to zero. This practice has not spread because very few employers or insurers 
have enough claims experience with an individual physician to quantify and com- 
pare his/her total longitudinal cost efficiency and quality of care with other physi- 
cians in the same specialty and location. Giving self-insured employers, unions, and 
insurers access to the beneficiary — deidentified full CMS claims data base would re- 
move this barrier and allow all health plans to recognize and reward better perform- 
ing physicians and specific hospital service lines. 

Question 3. Your mention methods for quantifying efficiency and quality for hos- 
pitals, physicians and major treatment options as “already developed” or within ca- 
pability of American health services researchers to further define. Is there a consen- 
sus on these measures within the health care community? What, if any, is the role 
of the federal government in this regard? 

Answer 3. There is not yet national consensus on how to quantify all of these pa- 
rameters, although much progress has been made by the National Quality Forum 
(NQF) and others in quantifying hospital quality and hospital patient safety. The 
Federal Government should contract with (a) one or more of AHRQ’s Evidence-based 
Practice Centers (EPCs) to develop standardized performance measures (cost-effi- 
ciency and quality) for treatment options; (b) JCAHO in partnership with one or 
more AHRQ EPCs to develop a full set of hospital quality measures; (c) NCQA to 
accelerate its effort to develop cost-efficiency and efficiency measures for hospital 
service lines, individual physicians, and physician groups; and (d) with the NQF to 
endorse current measures and others after they are developed via activities (a)-(c). 
Completion deadlines should not exceed 2 years for (a)-(c) and 1 subsequent year 
for (d). 

Question 4. Among the changes required to capture efficiency, you describe shar- 
ing of efficiency and quality ratings of physicians, hospitals and major treatment op- 
tions among private and public health plans. What, if any, are the impediments in 
sharing of data among health plans? Are there privacy and patient confidentiality 
concerns? 

Answer 4. I recommend sharing the full Medicare claims database with private 
sector health benefit plan sponsors and letting them combine it with their own data- 
bases in order to compute such ratings. There are no patient confidentiality con- 
cerns as long as individual beneficiary identifiers in CMS databases are encrypted 
and all other beneficiary privacy protections provided for under HIPAA and the Pri- 
vacy Act are strictly applied to the CMS database before CMS shares it with private 
sector health plans. Subject to these same protections, private sector plans could 
share their claims data with each other. However, they are understandably reluc- 
tant to do so because they fear that it would reveal, and thereby cause them to lose, 
their advantaged pricing with some providers. In a few communities, trusted inter- 
mediaries are serving the data aggregation and analysis roles. 

Question 5. You suggest that CMS should share Medicare data about performance 
of providers, i.e. efficiency and quality ratings, of physicians and hospitals with 
health plans and insurance companies. Do you have concerns about accuracy and 
validity of data based on billing codes and captured by personnel not trained for the 
purpose of quality related data? How sensitive and specific are such data in distin- 
guishing providers of varying quality? Is there a potential for abuse of such data? 

Answer 5. I suggested that CMS share its claims data rather than rate and share 
provider performance. Claims data provided to CMS and insurers are too inaccurate 
and incomplete to support highly precise comparisons among hospitals and physi- 
cians. CMS could fix this problem by adopting more full and exacting billing data 
requirements as exemplified by recent recommendations of the Quality Work Group 
of the National Committee on Vital and Health Statistics. In the meantime, existing 
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billing data will support less precise performance comparisons that are far superior 
to assessing doctors and hospitals based on their unit prices and publicly advertised 
quality of care assertions. 

Question 6. Dr. Milstein, should insurance companies have greater flexibility to 
offer incentives and disincentives for people to modify their behavior — for instance, 
to encourage people to take better care of themselves and control over their own 
health? 

Answer 6. Yes, I believe that insurers should be given substantial flexibility to 
incentivize enrollees’ participation in behavioral health risk reduction programs. 
Based on considerations of equity, insurers should be encouraged to gear the size 
of any negative incentives to the enrollee’s income level, as is already done by sev- 
eral large self-insured employers in order to avoid economic coercion of low-income 
enrollees. 

Question 7. One of the off-cited concerns with consumer-driven healthcare is that 
high-deductible insurance plans “would lead to a major increase in the number of 
underinsured individuals.” This idea of uunderinsurance suggests that there is some 
broadly agreed-upon level of insurance to which everyone should aspire. However, 
if someone wants to buy a high-deductible policy to protect themselves against cata- 
strophic injuries or illnesses, and then save the difference between the cost of a 
high-deductible policy versus the cost of “Cadillac coverage,” why shouldn’t they 
have that choice? 

Answer 7. Like car insurance, consumers should have freedom to select varying 
levels of insurance. Since sicker consumers tend to select plans with better coverage, 
such freedom should be linked with rules for transferring income between insurance 
pools based on differences between pools in the health risk of their enrollees. Other- 
wise, this freedom would lead to concentrating the sickest consumers in insurance 
pools with unaffordable premiums. 

Prepared Statement of Karen Davis 

Thank you, Mr. Chairman, for this invitation to testify today on what’s driving 
up health care costs and the rising numbers of uninsured. The recent announcement 
that national health expenditures jumped 9.3 percent in 2002, the fastest increase 
in a decade, is indeed troubling.^ Even more so is the 9.5 percent jump in the num- 
ber of uninsured Americans between 2000 and 2002, from 39.8 million to 43.6 mil- 
lion.2 

Rising health care costs are a problem for all Americans, but they weigh espe- 
cially heavily on uninsured and “underinsured” individuals, who pay much of the 
cost of health care directly out-of-pocket. Insured workers also feel the brunt, as em- 
ployers are increasingly passing costs onto them in the form of higher deductibles, 
greater cost-sharing, and larger shares of employee premiums. Strife over health in- 
surance is once again provoking employer-employee confrontations and eroding busi- 
ness and worker productivity. 

Increased costs to patients also lead to underuse of appropriate care and greater 
financial burdens on the sickest. The direct financial impact on working Americans 
is undoubtedly one of the contributors to recent poll results showing that the afford- 
ability of health care is second among the public’s concerns, after the economy and 
jobs.^ And, of course, since 46 percent of all health expenditures come from govern- 
ment health programs such as Medicare and Medicaid, as well as those run by the 
Veterans Administration, the Department of Defense, and others, rising costs also 
mean increased government budgetary outlays. State fiscal pressures that are lead- 
ing to cutbacks in Medicaid and the State Children’s Health Insurance Program 
(SCHIP) are particularly troubling. 

What we all want from our health care system is not necessarily cheaper care, 
but the efficient use of resources to provide high-quality care to all Americans. We 
can no longer afford or tolerate wasteful spending on care that does not benefit pa- 
tients, the duplication of expensive procedures, medical errors, or the high adminis- 
trative costs incurred by the Nation’s insurers and providers. Real solutions should 
directly target these sources of unacceptably high costs, not simply shift costs from 
employers to workers or from government to beneficiaries of public programs. Prom- 
ising long-run solutions include: rewarding health care providers that achieve de- 


1 Katherine Levit et al., “Health Spending Rebound Continues in 2002,” Health Affairs, 
23(1):147-159, January/February 2004. 
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3 Washington HealthBeat, Affordable Care Second Behind Economy as Voter Concern, January 
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monstrably better quality and efficiency, improving high-cost patient care manage- 
ment, reducing medical errors, improving care coordination, and simplifying unnec- 
essarily complex or duplicative insurance practices. 

Most fundamentally, we must act as a Nation to achieve automatic and affordable 
health insurance for all, to ensure that the benefits of modern medicine are acces- 
sible, and to ensure that investment in health care contributes to economic growth 
and a healthier, more productive society. 

Rising Health Insurance Premiums: Out of Reach for Many Americans 

After 3 years of double-digit increases, health insurance premiums for employer- 
sponsored coverage have reached truly staggering levels. In 2003, the average pre- 
mium was $9,068 for a family policy and $3,383 for an individual worker.^ Employ- 
ees paid $2,412 directly for family coverage annually — more than $200 per month — 
and $508 annually for single coverage. Some economists argue, furthermore, that 
the employer share is shifted backward onto workers in the form of lower wages; 
even if this is only partially the case, the cost to workers is considerably greater. 
When employers do not sponsor coverage, insurance premiums in the individual 
market for comparable coverage is even more expensive — when it is available at all. 
Half of American families make less than $50,000 per year;® few of them could af- 
ford more than $10,000 a year in health insurance premiums on their own. 

The 13.9 percent increase in health insurance premiums in 2003 attracted par- 
ticular attention.® Premiums would have been even higher if employee deductibles 
and other forms of cost-sharing had not increased, effectively reducing the com- 
prehensiveness of coverage for the insured. At the same time, insurance spending 
for medical services — benefits — per enrollee are not increasing at double-digit rates. 
In fact, health spending per enrollee in the first half of 2003 increased 8.5 percent.'^ 

Although many insurance companies are reporting record profits,® the divergence 
between premiums and underlying cost trends is probably a temporary phenome- 
non. In the underwriting cycle, premiums typically rise more slowly than costs when 
costs are accelerating and faster than costs when costs start decelerating. Market 
forces are likely to bring premiums more in line with costs in future years, but the 
issue warrants watching, especially given the consolidation within the insurance in- 
dustry in recent years and the accompanying increase in insurers’ market power. 

Certainly, expenditures under the Medicare program, while also accelerating, are 
not matching the rise in private insurance premiums. Medicare outlays per enrollee 
for comparable benefits increased 6.2 percent over the 1999-2002 period, compared 
with 8.7 percent in private health insurance and 10.7 percent in the Federal Em- 
ployees Health Benefits Program (excluding benefits not covered by Medicare or pri- 
vate insurance, such as prescription drugs, home health, and skilled nursing facility 
services).® It will be important, however, to monitor the effect of additional funds 
provided to Medicare managed care plans in recent legislation on future insurance 
company profits and total Medicare outlays. 

The most serious consequences of rising health care premiums, particularly the 
rise in premiums paid directly by employees, is that some low-wage workers decline 
health insurance coverage even when it is offered by employers, while those with 
insurance are forced to forgo needed care because of high deductibles. Over one-fifth 
of uninsured workers — 3.5 million people — are eligible for employer health insur- 
ance coverage but fail to take it up, largely because of the high cost of their share 
of the premium. Low- wage workers are particularly apt to decline coverage when 
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eligible. Seventeen percent of workers making less than $10 an hour declined cov- 
erage, compared with 8 percent of those making $15 an hour or more.^^ 

Higher deductibles also contribute to underinsurance. They cause the low-income 
insured to forgo needed medical care or create crippling medical bill problems. Over 
half of the uninsured and nearly one-third of low-income insured individuals re- 
ported problems paying medical bills in 200 1.^^ In addition, more than half of the 
uninsured and over one-fourth of low-income insured individuals reported problems 
obtaining needed care.'^® With the marked rise in patient cost-sharing in the last 
3 years, these problems are undoubtedly more severe today. 

Trends in Health Care Costs 

The important question is why health care expenditures are rising at such a rapid 
rate. In 2002, the Nation spent $1.6 trillion for health care, or 14.9 percent of gross 
domestic product (GDP). This is a major jump from 13.3 percent of GDP in 2000, 
due to accelerating health care costs as well as relatively weak nominal GDP 
growth. By 2012, health spending is projected to more than double. 

Health spending is a combination of increases in prices of individual services, in- 
creased numbers of services, or a shift in the composition of services toward more 
specialized, higher-cost services. In the mid-1990s, prices went up at a slower rate, 
reflecting to some extent moderation in economy-wide inflation but also reflecting 
discounted prices under managed care and budget cuts in Medicare and Medicaid. 
But since 1998, prices of services have been accelerating somewhat as providers de- 
cline to take sharply discounted managed care provider payment fees. 

But most importantly, since the mid-1990s the quantity of services consumed has 
been increasing. This may reflect new technology and, to some degree, an aging pop- 
ulation. However, it could also reflect some “provider-induced” demand — for exam- 
ple, as physicians attempt to generate additional income by providing more services, 
working longer hours, or ordering more tests. Some recent data for the Medicare 
program point to sharp increases in the provision of specialized services, such as 
pacemaker insertion, This may be an attempt by physicians to gain back some of 
the reduction in physicians’ real income that occurred in the late 1990s. 

Hospital spending is now the leading source of overall health services expenditure 
growth. In 2002, hospital costs accounted for more than one-third of overall spend- 
ing growth, physician expenditures for one-fifth, and prescription drugs for one- 
sixth. As a result of rapid increases, the hospital share of total national expendi- 
tures has grown. Again, this may be an attempt by hospitals to recover from sharply 
discounted managed care fees and Medicare hospital savings in the mid- to late 
1990s. For example, hospital costs grew annually at 8.8 percent in the late 1980s 
and early 1990s, and slowed to 3.5 to 4 percent from 1993 to 2000. But during 2000 
to 2002, hospital costs again grew 8 to 10 percent annually, suggesting that the 
slowdown in the mid-1990s was not sustainable given the rising wages of hospital 
employees and the costs of supplies, including prescription drugs, purchased by hos- 
pitals. Some of the increase is clearly attributable to technological advances that im- 
prove health or maintain functioning and are highly valued by society. 

Prescription drug spending has “moderated” somewhat, climbing at a 15.3 percent 
rate in 2002, down from 17.1 percent between 1997 and 2000. Drug prices are in- 
creasing at about 5 percent a year, with the remainder of the spending growth re- 
flecting either a rise in the number of prescriptions or a shift toward more costly 
medications. While forecasts by the Centers for Medicare and Medicaid Services 
(CMS) suggest that prescription drug spending will slow to 10 percent between 2003 
and 2011, much will depend on industry’s response to the new prescription drug leg- 
islation. This is an area that merits close monitoring. 

Finally, it is shocking that administrative expenses are now the fastest-growing 
component of national health expenditures. In 2002, the Nation spent $105 billion 
on private insurance and public administrative expenses, up 16.2 percent from 
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2001.1^ Over the last 5 years, increases in administrative costs have consistently 
outpaced increases in total health expenditures. Private insurance administrative 
costs are particularly high — 12.8 percent of total private insurance outlays, com- 
pared with 4.9 percent for public programs and only 3.0 percent for Medicare. This 
does not include administrative costs within physician offices, clinics, or hospitals, 
where administrative costs have been rising due to ever more complex and frag- 
mented insurance arrangements. 

Is Consumer-Driven Health Care the Answer? 

Given the public backlash against managed care, it has become fashionable to 
suggest that increasing patient cost-sharing is the best, or even the “only,” private 
sector strategy remaining to slow health care costs. But Americans spend far more 
out-of-pocket for health care than the citizens of any other industrialized nation, 
and all of these nations have lower health care spending per capita. In 2002, Ameri- 
cans spent $213 billion out-of-pocket, up from $147 billion in 1993 and $25 billion 
in 1970.1® Despite improvements in benefits covered over time, rising health care 
costs and growing numbers of uninsured have kept patient out-of-pocket costs rel- 
atively constant as a percent of GDP, from 2.4 percent in 1970, to 2.2 percent in 
1993, to 2.0 percent in 2002. 

Increasing patient cost-sharing has well-known adverse consequences. First of all, 
it contributes to excessive financial burdens, particularly on lower-income and sicker 
patients. A recent study found that a $1,000 deductible, for example, would cause 
one third of all Americans to spend more than 10 percent of their income on health 
care if they were hospitalized.®® A $2,500 deductible would cause two-thirds of all 
Americans to spend more than 10 percent of their income if hospitalized. Rates are 
far higher, of course, for those at the lowest end of the income scale. People with 
the potential for such high out-of-pocket costs in the event of serious illness are con- 
sidered to be underinsured. No one could seriously advocate making one-third or 
two-thirds of Americans underinsured in the name of creating “cost-conscious con- 
sumers.” 

Even Medicare leaves many beneficiaries facing high out-of-pocket costs. The el- 
derly as a whole spent 22 percent of their income on health care in 2000 from a 
combination of Part B premiums, Medigap premiums, cost-sharing for covered serv- 
ices, and uncovered services (including prescription drugs).®^ That proportion is pro- 
jected to rise to 30 percent by 2025. While the new Medicare prescription drug legis- 
lation will assist many Medicare beneficiaries, there are gaps in benefits and bene- 
ficiary premiums that rise markedly over time.®® For low-income Medicare bene- 
ficiaries or for those with serious health problems, the risk of severe financial hard- 
ship remains considerable. 

An extensive literature documents that cost-sharing is a blunt instrument for re- 
ducing utilization of services. It reduces both those effective services that are al- 
ready underutilized as well as services that are “supply-sensitive.” The RAND 
Health Insurance Experiment, for example, found that low-income children facing 
cost-sharing had half the probability of receiving highly effective care for acute con- 
ditions that are appropriate and necessary compared with low-income children not 
facing cost-sharing. For low-income adults, these rates were similar. But even high- 
er-income children and adults with cost-sharing had a lower probability of receiving 
effective medical care than comparable children and adults not faced with no cost- 
sharing.®® 

While the RAND study took place in the late 1970s, more recent studies confirm 
the effect of cost-sharing on receipt of essential care. A Canadian study found that 
cost-sharing for prescription drugs reduced use of both essential and less essential 
drugs, increased the risk of adverse events, and increased visits to the emergency 
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department.^^ A recent U.S. study found much the same effect in an employer plan 
switching from a one-tier formulary to a three-tier formulary with increased enrollee 
copayments for medications.^® Those facing increased copayments under all three 
tiers had a 16 percent decline in filling prescriptions for ACE inhibitors and a 21 
percent decline in filling prescriptions for statins, compared with 6 percent and 11 
percent for those experiencing no change in copayments. 

What Alternatives Exist for Aehieving Economies in Health Care? 

Looking at the experience of other countries suggests that it is certainly possible 
to spend less on health care while achieving comparable or better health outcomes. 
The major reason U.S. health care costs are higher is not that other countries ration 
care; in fact, the U.S. has fewer hospital days per capita than other countries and 
about the same number of physician visits.^® Rather, the reason is that costs are 
higher in this country because we pay higher prices for the same services, our ad- 
ministrative costs are higher, and Americans receive far more specialized services, 
such as MRls and invasive heart procedures.^^ 

While the U.S. health system is the most costly, it is striking how similar the rate 
of increase in real health spending has been across countries in the last decade. 
Real spending per capita in the U.S. rose by 3.2 percent per year in the 1990s, com- 
pared with 3.1 percent for all OECD industrialized countries.^® This finding sug- 
gests that trends may be more a reflection of technological change, or rising labor 
and other supply costs, than specific government policies. 

Despite the U.S. reliance on managed care — which most view as successful in 
achieving at least “one-time” savings — other countries using alternative strategies 
had much the same experience. Spending growth per capita in New Zealand, for ex- 
ample, was 2.9 percent, perhaps owing to such policies as ag^essive negotiation for 
lower drug prices and a long-standing system of no-fault medical malpractice. In re- 
sponse to general economic difficulties, Canada curbed Federal health spending 
markedly in the mid-1990s and experienced 1.8 percent annual increases in real 
health spending per capita. However, public backlash at the closure of hospital beds 
and reduced accessibility of services led to investment of new resources in Canadian 
health care in recent years. The United Kingdom had higher spending growth (3.7 
percent annually in the 1990s), as a result of policy commitments to increasing the 
resources devoted to health care. 

One of the lessons from the international experience is that health care is highly 
valued by the public, and government efforts to restrain spending often meet with 
opposition from the public as well as providers. In each country, public dissatisfac- 
tion with the health system seems to be particularly sensitive to policies that in- 
crease patient out-of-pocket costs or visibly reduce accessibility to health care serv- 
ices. This suggests that greater success may be achieved over the long run by de- 
signing targeted policies that focus on administrative costs, duplication and waste, 
medical errors, or care that is both better for patients and lowers cost. 

If the U.S. were more willing to use the power of government to negotiate prices 
for medical services and prescription drugs, it could probably achieve considerably 
lower prices. However, we seem committed to a pluralistic system of many different 
private insurers and public programs, each attempting to get the best deal it can 
on its own, rather than a concerted effort to purchase services collectively or all- 
payer rate-setting. Other countries also are more willing to use supply constraints — 
for example, limiting the number of physicians of different types who are permitted 
to practice — and to use salaried payment systems for specialists, which eliminate in- 
centives to provide unnecessary services to generate income. 

An alternative that may be feasible for the U.S. is to be more proactive about as- 
sessing when individual services are necessary and rewarding health care providers 
that provide the “right care” efficiently. For example, clinical criteria for the use of 
imaging tests such as MRIs and specialized procedures or specialist referrals could 
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be developed and payment restricted to those instances in which the best available 
scientific evidence suggests the care will be effective. 

Modern information technology also shows promise, in cutting administrative ex- 
penses, reducing medical errors, prompting physicians to order tests or services only 
when clinically warranted, and making it easier to retrieve clinical information so 
that tests do not have to be repeated. Better information systems would also make 
it possible to assess provider performance in order to identify physicians, hospitals, 
and other providers that provide either superior quality care or greater efficiency, 
or preferably both. Best practices could then be disseminated widely, encouraging 
others to achieve the same levels of performance or tailoring financing incentives 
to reward best practices. 

Reducing Medical Errors and Improving Care Coordination 

It has been almost 5 years since the Institute of Medicine released its study To 
Err Is Human and sounded the alarm about the seriousness of medical errors.®® 
Yet, our Nation is far from broadly instituting procedures that are known to protect 
patients, reduce deaths, eliminate complications and costly hospital stays, and, in 
so doing, reduce health care costs. 

A recent study of 18 patient safety indicators identified by the Agency for 
Healthcare Research and Quality (AHRQ) found that these medical errors account 
for 2.4 million extra hospital days, $9.3 billion of excess charges, and nearly 33,000 
deaths. When foreign objects are left in the patient after surgery, patients need 
repeat surgery, recover less quickly, and spend more time in the hospital.®® 

Information technology (IT) shows particular promise for reducing medical errors. 
One study found that the rate of nonintercepted, serious medication errors at one 
hospital fell by 55 percent with a physician computer order entry system.®® The net 
savings for the hospital were estimated at between $5 to $10 million a year. And, 
of course, this does not measure the “savings” for the patients, which are not only 
desired but also yield economic benefits through increased productivity (e.g., fewer 
missed work days). Computer-based surveillance of adverse medical device events 
also shows promise.®^ 

All providers should he encouraged to establish systems that reduce errors, 
whether they are computer-based or techniques such as bar coding. Government can 
facilitate these efforts through sharing in the costs of IT systems, promulgating IT 
standards, and requiring error reporting. 

Private-sector efforts can also assist. For example, The Commonwealth Fund has 
provided support for the development, dissemination, and use of tools to help hos- 
pitals self-assess whether safe medication practices are in place. The Institute for 
Healthcare Improvement runs a Breakthrough Series that has demonstrated suc- 
cess, through a technique known as medication reconciliation, in reducing adverse 
drug events occurring when patients are discharged from the hospital and resume 
taking prior medications along with those given to them at the hospital. Yet, only 
a limited number of U.S. institutions have been trained in these techniques. 

The U.S. is particularly at risk because of our more complex health system. U.S. 
patients take more medications and see more physicians, thus creating more oppor- 
tunities for mistakes to occur. The 2002 Commonwealth Fund International Health 
Policy Survey of Sicker Adults found that 18 percent of U.S. adults with health 
problems reported experiencing a medical error that caused serious problems in the 
past 2 years, compared with 9 percent of U.K. patients and 15 percent of Canadi- 
ans.®® 

The complexity of our health system not only leads to medical errors hut leads 
to problems with coordinating care across health care providers. According to the 
survey, one-fifth of sick adults in the U.S. had a time in the past 2 years when they 
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were sent for duplicate tests by different health professionals.®® One of four sicker 
adults reported that medical records or test results did not reach their doctor’s office 
in time for appointments. When records are not available, patients may need to 
come back another time, wasting both patient and physician time. Information tech- 
nology could improve efficiency by making records easily accessible when they are 
needed, reducing the need to repeat tests, and making sure that information is in 
the hands of providers at the time it is needed. 

Paying for Performance: Quality and Efficiency 

Poor quality extends beyond medical errors to include failing to provide patients 
with care that could benefit them or overuse of services without therapeutic benefit. 
A study by the RAND Corporation this year underscored concerns that clinicians 
are failing to provide many patients with the most clinically appropriate care.®'^ 
Only 55 percent of Americans received recommended care. The results held for pre- 
ventive care, care for acute conditions, and care for chronic conditions. For example, 
pneumonia patients received recommended care only 39 percent of the time, and hip 
fracture patients only 23 percent of the time. 

Overuse of services is clearly an area where quality could be improved and costs 
reduced. But rarely is a specific procedure never appropriate; rather, procedures are 
appropriate under some circumstances and not others. Unlike several other coun- 
tries, the U.S. does not have a Federal agency charged with developing and approv- 
ing clinical guidelines based on the latest scientific evidence that govern when a 
particular procedure should be used. AHRQ has a National Guidelines Clearing- 
house with professionally developed guidelines, but the agency no longer develops 
or recommends guidelines. Without such an effort, progress in reducing overuse is 
likely to be slow. 

Just how variable current practice is has been underscored by several recent stud- 
ies. An analysis of Medicare quality-of-care indicators by State shows widespread 
differences.®® A team of investigators at Dartmouth College has found wide vari- 
ations in Medicare costs per beneficiary and in the use of “supply-sensitive” services 
across hospital service areas.®® But particularly interesting are new analyses that 
show wide variation in both quality and efficiency. For example, within the Premier 
network of hospitals, outcomes for coronary artery bypass graft vary five-fold and 
costs vary by three-fold. There is no systematic relationship between cost and qual- 
ity.^® Rewarding those hospitals that achieve high quality and low cost would be a 
spur to others to emulate best practices and would lead to improved care for all. 

Better Management of High-Cost Patients 

Health care costs are heavily concentrated in the sickest patients. Ten percent of 
people account for 69 percent of health care outlays."*! In recognition of this fact, 
private managed care plans are beginning to concentrate their care management ef- 
forts on either those patients who are most costly or those who are predicted to be 
most costly in the future. Through predictive modeling techniques, plans can iden- 
tify which patients are most likely to be on a trajectory toward high costs. For ex- 
ample, Partners HealthCare System in Boston identifies patients who make increas- 
ing use of emergency rooms and uses call banks of nurses to find out if patients 
are adhering to their medications and to screen for such problems as depression. 
Kaiser-Permanente health system goes beyond simple disease management; it tai- 
lors its monitoring practices differently for those patients who are at a stage where 
they can manage their condition on their own than for those requiring substantial 
assistance. 

Many of these techniques require services and personnel not typically reimbursed 
by public programs such as Medicare or private insurers. Researchers at the Univer- 
sity of Pennsylvania, for example, have documented that using advanced practice 


Robert Blendon et al., “Common Concerns Amid Diverse Systems: Health Care Experiences 
in Five Countries,” Health Affairs (May/June 2003):106-121. 

3"^ Elizabeth McGlynn et al., “The Quality of Health Care Delivered to Adults in the United 
States,” The New England Journal of Medicine (June 26, 2003):2635— 2645. 

Stephen F. Jencks, Edwin D. Huff, and Timothy Cuerdon, “Change in the Quality of Care 
Delivered to Medicare Beneficiaries, 1998-1999 to 2(100—2001,” Journal of the American Medical 
Association (January 2003) 289: 305—312. 

Elliott S. Fisher et al., “The Implications of Regional Variations in Medicare Spending. Part 
1: The Content, Quality, and Accessibility of Caref Annals of Internal Medicine (February 2003) 
138: 273-287. 

*®Srephen Grossbart, Ph.D., Director, Healthcare Informatics, Premier, Inc., “The Business 
Case for Safety and Quality: What Can Our Databases Tell Us,” 5th Annual NPSF Patient Safe- 
ty Congress, March 15, 2003. 

"*!A. C. Monheit, “Persistence in Health Expenditures in the Short Run: Prevalence and Con- 
sequences,” Medical Care 41, supplement 7:1153-1164, 2003. 



80 


nurses to follow patients with congestive heart failure home from the hospital can 
be effective in reducing re-hospitalization and in lowering annual per capita expend- 
itures — in this case, from $9,600 to $6,200 per patient.''^ The Commonwealth Fund 
is supporting an evaluation of an Aetna demonstration in the Philadelphia area to 
test this concept more broadly. 

Another approach is “telemonitoring” patients who make intensive use of emer- 
gency rooms or hospital care. A pilot test of a handheld computer called the Asthma 
Buddy at New York City’s Coney Island Hospital found that having children who 
are heavy users of emergency room services key their peak flow rate into the device 
and answer questions about their condition daily is successful in markedly reducing 
ER use and inpatient hospitalization. Again, The Commonwealth Fund is support- 
ing an evaluation of a randomized controlled trial of this approach in five New York 
City public hospitals. 

These strategies show great promise in markedly reducing costs for the most cost- 
ly patients. However, to become widespread, public programs such as Medicare and 
Medicaid, as well as private insurers, will need to be more willing to cover the costs 
of non-physician personnel and supplies required for these high-cost care manage- 
ment programs. 

Improving Administrative Efficiency 

In addition to improving care management, using modern information technology 
to reduce the cost of administrative expenses should be a high priority for the fu- 
ture. When medical records are available electronically, fewer clerks are needed to 
file and retrieve medical records. Pharmacists need to make fewer calls to physi- 
cians to clarify prescriptions. 

The Institute of Medicine committee on which I served recommended an electronic 
insurance clearinghouse be established at the State level.^® If all insurance compa- 
nies and public programs such as Medicare and Medicaid were to pool enrollee infor- 
mation in a single database, providers could easily verify insurance coverage 
through one system. Doing so could eliminate much of the cost incurred when people 
change insurance coverage.''^ It could eliminate much of the difficulty of conducting 
outreach to enroll eligible people in public programs by making it possible, for exam- 
ple, to cross-check lists from tax records against insurance coverage. It would also 
be an effective mechanism for electronic claims submission. Other ideas that would 
eliminate wasteful duplication of effort include a single database for provider certifi- 
cation and verification of physician licenses. 

We have a very fragmented health insurance system that produces enormous 
churning in health insurance coverage. Over a 4-year period, 85 million people are 
uninsured. Two million people lose or change coverage every month."* ** ® The cost of 
enrolling and disenrolling and re-enrolling people contributes to the high adminis- 
trative cost of the U.S. health system. Each insurer has its own approach to han- 
dling enrollment and claims payment. It also has its own rules for payment of pro- 
viders, adding to the administrative costs of physician practices and hospitals. Re- 
ducing wasted resources on these administrative costs could be accomplished 
through statewide efforts to coordinate and pool administrative information. 

Conclusion 

If we have the world’s costliest health system yet still fail to provide everyone 
with access to care — and fall far short of providing the safe, high-quality care that 
it is possible to provide — the conclusion that there is room for improvement is ines- 
capable.*® Only by facing this fact squarely and putting into action the best ideas 
and experiences across the U.S. and around world can we achieve a vision of Amer- 
ican health care that includes: automatic and affordable health insurance for all, ac- 
cessible health care, patient-responsive care, information- and science-based care, 
and commitment to quality improvement.*'^ 


*2M. D. Naylor, “Making the Business Case for the APN Care Model,” report to The Common- 
wealth Fund, October 2003; estimated charges by Mark Pauly. 

*3 Institute of Medicine, Fostering Rapid Advances in Health Care. The National Academies 
Press, November 2002. 

** Pamela Farley Short et ah. Churn, Churn, Churn: How Instability of Health Insurance 
Shapes America’s Uninsured, The Commonwealth Fund, November 2003. 

*® Pamela Farley Short et ah. Churn, Churn, Churn: How Instability of Health Insurance 
Shapes America’s Uninsured, The Commonwealth Fund, November 2003. 

Karen Davis et al., Room for Improvement: Patients Report on the Quality of Their Health 
Care. The Commonwealth Fund, April 2002, and Karen Davis, et al. Mirror, Mirror on the Wall: 
The Quality of American Health Care. The Commonwealth Fund, forthcoming. 

*’^K. Davis, C. Schoen, and S. Schoenbaum, “A 2020 "Vision for American Health Care.” Ar- 
chives of Internal Medicine, Vol. 160, No. 22: 3357—62. 
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If we are to achieve a truly high-performance health system, bold action is re- 
quired. The following steps would start us on this course: 

• Public reporting of cost and quality data on physicians, hospitals, nurs- 
ing homes, other health care providers, and health plans. The CMS has been 
a leader in posting nursing home quality data on its website, but this is just a mod- 
est beginning. The new Medicare prescription drug legislation also spurs reporting 
by hospitals of a limited set of quality-of-care indicators. If we are serious about 
doing better, we need to know where we stand, routinely collecting comprehensive 
quality measures across a broad range of providers. 

• Investment in health information technology. Other countries are quickly 
surpassing the U.S. in the adoption of electronic medical records and electronic pre- 
scribing.'^® They are doing so because the government has been willing to invest in 
the infrastructure and establish the standards required to make this potential a re- 
ality. 

• Development and promulgation of clinical guidelines and quality stand- 
ards. It is long past time to simply pay for services rendered without establishing 
a scientific basis for effectiveness, not just for new drugs but for consultations, pro- 
cedures, and tests. This could be accomplished through establishment of a new Na- 
tional Institute on Clinical Excellence and Effectiveness.'^® 

• Paying for performance. Medicare and private insurers tend not to vary pay- 
ment rates with quality. They pay for defects, whether those defects are surgeries 
that need to be repeated; infections that arise from failing to use state-of-the-art 
technology, such as catheters impregnated with antibiotics for heart valve patients; 
or medication errors. CMS has embarked on some modest initiatives to begin testing 
pay-for-performance rewards. Medicare can and should be a leader in promoting 
quality. These efforts need to be substantially expanded and best practices docu- 
mented and disseminated. Medicare’s leadership can be instrumental in moving pri- 
vate payers as well; to date, very few private insurers have instituted “value-based 
purchasing” strategies.®® 

• Investment in research. We urgently need to gather evidence on what works 
to improve care, eliminate waste and ineffective care, and promote greater effi- 
ciency, including use of modern information technology, team work, and improved 
care processes. Any industry that fails to invest in research to improve quality and 
efficiency is going to be a backward industry. The Federal Government pays $505 
billion for health care but devotes only $300 million to the AHRQ budget to learning 
effective ways to improve performance of the U.S. health system. The report on U.S. 
health care quality recently issued by AHRQ is an important starting point. But it 
needs to be followed with an investment in research up to the task of ensuring that 
this Nation has a high-performing health system worthy of the 21st century. 

• Statewide electronic insurance clearinghouses. It is important to move to- 
ward greater efficiency in the administration of our fragmented, complex system of 
health insurance coverage. Ultimately, solutions that would simplify eligibility for 
public programs and improve the stability of health insurance coverage are needed 
to cut the administrative cost in our system. Movement toward electronic adminis- 
tration of insurance can also achieve important savings. One particularly promising 
initiative would be testing statewide electronic insurance clearinghouses to pool to- 
gether information on insurance eligibility. 

• Automatic and affordable health insurance for all. Employers, Federal 
and State governments, and individuals must all share responsibility for achieving 
automatic and affordable health insurance for all. The most realistic strategy is a 
combination of group insurance options including: employer coverage for those who 
are working; a Congressional Health Plan, modeled on the Federal Employees 
Health Benefits Program, for small businesses and individuals; an expansion of 
SCHIP to low-income families and individuals with incomes below 150 percent of 
poverty; and an option for uninsured, older adults and disabled adults to obtain 
early Medicare coverage (e.g., by eliminating the 2-year waiting period for the dis- 
abled, covering spouses of Medicare beneficiaries, and permitting uninsured older 
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adults to “buy in” to the program).®^ Premium assistance based on income is re- 
quired to make premiums affordable for all enrollees. Mechanisms to ensure that 
everyone is automatically enrolled in one of these four group options would help mil- 
lions of Americans who currently fall through the cracks of coverage. Action is im- 
perative; continued paralysis is exacting an unacceptable toll. The Institute of Medi- 
cine has estimated that 18,000 deaths of adults ages 25 to 64 occur each year as 
a direct result of being uninsured. Moreover, the Institute of Medicine estimates the 
lost economic benefit at $65 billion to $130 billion a year.®^ 

Thank you very much for the opportunity to join this panel. I look forward to 
learning from my fellow panelists and answering any questions. 

EXECUTIVE SUMMARY 

National health expenditures rose 9.3 percent in 2002, the fastest increase in a 
decade. Even more troubling was the 9.5 percent jump in the numbers of uninsured 
between 2000 and 2002, from 39.8 million to 43.6 million. Rising health care costs 
are a problem for all Americans, but they weigh especially heavily on uninsured and 
“underinsured” individuals, who pay much of the cost of their health care directly 
out-of-pocket. Higher costs to patients lead to underuse of appropriate care and 
greater financial burdens on the sickest. 

We can no longer afford or tolerate wasteful spending on care that does not bene- 
fit patients, the duplication of expensive procedures, medical errors, or the high ad- 
ministrative costs incurred by the Nation’s insurers and providers. Real solutions 
should directly target these sources of unacceptably high costs, not simply shift costs 
from employers to workers or from government to the beneficiaries of public pro- 
grams. Promising long-run solutions include: rewarding health care providers that 
achieve demonstrably better quality and efficiency, improving high-cost patient care 
management, reducing medical errors, improving care coordination, and simplifying 
unnecessarily complex or duplicative insurance practices. Most fundamentally, we 
must act to achieve automatic and affordable health insurance for all, to ensure that 
the benefits of modern medicine are widely accessible, and to ensure that invest- 
ment in health care contributes to economic growth and a healthier, more produc- 
tive society. 

• Health insurance premiums increased 13.9 percent in 2003, faster than the 8.5 
percent growth in health care costs. Market forces are likely to bring premiums 
more in line with costs in future years, but the issue warrants watching. 

• Health care expenditures in 2002 were $1.6 trillion, or 14.9 percent of the gross 
domestic product. The U.S. has the highest health care spending of any country, yet 
we are the only major industrialized Nation not to provide health insurance cov- 
erage for all. 

• Medicare outlays per enrollee continue to grow more slowly than private insur- 
ance, averaging 6.2 percent over the 1999-2002 period, compared with 8.7 percent 
in private health insurance. 

• Hospital spending is now the leading source of health care services expenditure 
growth. While some of the increase is undoubtedly attributable to technological ad- 
vances that improve health, some is a catch-up from the unsustainably low rates 
of increase in the mid-1990s. 

• Administrative expenses are now the fastest-rising component of national 
health expenditures. In 2002, the Nation spent $105 billion on private insurance 
and public administrative expenses, up 16.2 percent from 2001. Private insurance 
administrative costs are particularly high-12.8 percent of total private insurance 
outlays, compared with 3.0 percent for Medicare. 

Consumer-driven health care, the major private-sector strategy for addressing ris- 
ing costs, is unlikely to address the fundamental causes of rising health care costs. 
In fact, it is likely to have adverse consequences for patients. 

• Consumer-driven health care contributes to excessive financial burdens on pa- 
tients, particularly lower-income and sicker patients. If all Americans had a $1,000 
deductible plan, one-third would spend more than 10 percent of their income on 
health care if they were hospitalized, with even higher rates at the lowest end of 
the income scale. High deductibles would lead to a major increase in the number 
of underinsured individuals. 
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• Patient costs are already unacceptably high. Indeed, they are a major reason 
why public opinion polls show that the affordability of health care is Americans’ sec- 
ond-leading concern. 

• Patient cost-sharing is a hlunt instrument for reducing utilization of services. 
It reduces use of effective services that are already underutilized. Studies have doc- 
umented that drug-tiering and higher copayments are leading patients to skip filling 
essential prescriptions, increasing adverse medical events, and raising emergency 
room use. 

There are better alternatives for achieving economies in health care than shifting 
costs to patients. Costs are higher in the U.S. than in other countries because we 
pay higher prices for the same services; our administrative costs are higher; and 
physicians prescribe specialized services that are not clinically justified. If we as a 
Nation were to adopt fundamental reforms — such as an integrated public-private 
strategy to purchase health services efficiently, demand quality performance, and 
streamline administrative costs — substantial savings could be achieved. 

Short of fundamental reforms, practical steps that could be taken in the near 
term include: 

• Reducing medical errors and improving care coordination. A major in- 
vestment in health information technology, with shared public-private funding, is 
needed to accelerate the adoption of life-saving and efficiency-enhancing technology. 

• Public reporting of cost and quality data. Costs incurred over an episode 
of care and quality vary enormously from hospital to hospital, physician to physi- 
cian, and area to area. If we are serious about doing better, we need to know where 
we stand. Much more extensive efforts are required to achieve comprehensive public 
reporting of cost and quality data on physicians, hospitals, nursing homes, other 
health care providers, and health plans. 

• Paying for provider performance on quality and efficiency. Medicare 
needs to become a leader in “pay for performance” payment methods. While the 
demonstrations under way are important. Medicare needs to move much more 
quickly to reward those providers who are both high-quality and low-cost over the 
course of a patient’s treatment. Doing so would spur the development of information 
about best practices and provide guidance to private insurers looking for effective 
ways to promote high-performance care. 

• Development and promulgation of clinical guidelines and quality stand- 
ards. Public programs and private insurers would benefit from a Federal agency 
charged with establishing the scientific basis for effectiveness not just of new drugs 
but of specialty consultations, procedures, and tests. A national institute on clinical 
excellence and effectiveness has shown results in other countries and is a model we 
should adopt. We also need a substantial investment in research and demonstra- 
tions, far in excess of resources currently devoted to the Agency for Healthcare Re- 
search and Quality. 

• Better management of high-cost patients. Public programs and private in- 
surance need to be willing to pay for services of non-physician personnel that are 
needed for high-cost care management, such as advanced practice nurses, phar- 
macist medication monitoring, and home “telemonitoring” of conditions such as 
asthma and congestive heart failure. 

• Improved administrative efficiency. The U.S. has an extraordinarily com- 
plex and fragmented system of health insurance. Ultimately, solutions that would 
simplify eligibility for insurance and improve the stability of health insurance cov- 
erage are needed to cut the administrative costs in our system. Testing statewide 
electronic insurance clearinghouses to pool insurance eligibility and, potentially, 
claims payment in a single place should be a priority. 

• Automatic and affordable health insurance for all. Employers, Federal 
and State governments, and individuals must all share responsibility for achieving 
automatic and affordable health insurance for all. The most realistic strategy is a 
combination of group insurance options including: employer coverage for those who 
are working; a new Congressional Health Plan, modeled on the Federal Employees 
Health Benefits Program, for small businesses and individuals; an expansion of the 
State Children’s Health Insurance Program to low-income families and individuals 
with incomes below 150 percent of poverty; and an option for uninsured older adults 
and disabled adults to obtain early coverage under Medicare (e.g., by eliminating 
the 2-year waiting period for the disabled, covering spouses of Medicare bene- 
ficiaries, and permitting older adults to “buy in” to Medicare). Premium assistance 
based on income is required to make premiums affordable for all enrollees. 

Together, these steps would take us a long way toward ensuring that this country 
has a high-performing health system worthy of the 21st century. 
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Percent Annual Per Enrollee Growth in Medicare 
Spending and Private Health Insurance and 
FEHBP Premiums for Common Benefits 


■ Medicare □ Private Health Insurance H FEHBP 

Percent 



Source: K. Levit et al., "Health Spending Rebound Continues in 2002,” H&alth Affairs 
(January/February 2004): 147-159. 



Uninsured Workers Lack Insurance 
Coverage for Multiple Reasons, Including 
Not Accepting Offered Coverage 

Total 15.4 Million Uninsured Workers Ages 15-64 
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worker ineligible 
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Worker doesn’t know if 
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Source: S.R. Collins et al.. On the Edge: Low-Wage WoiUers and Their Health 
Insurance Coverage, Commonwealth Fund, April 2003. 
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Low-Wage Workers At Risk for Not Accepting 
Empioyer Coverage When Offered 

Rate workers DO NOT take-up offered coverage 
20 
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0 
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Source: Analysis of 2000 Medical Expenditure Panel Survey by Sherry Glied and 
Douglas Gould of Columbia University. 

High Premiums and Out-of-Pocket Costs Create^ 
Financial Burdens On Patients 


Percent of workers who had the following problems in the past year due to cost 
■ Lower-income* uninsured □ Lower-income insured** 11 Higher-income insured 
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Medical Bills Collection Agency Way of LHe to Pay Medical Bill 

Medical Bills Problems 


* "Lower-income" is defined as having annual family income of less than $35,000 
" “Insured” is insured all year. 

Source: The Commonwealth Fund 2001 Health Insurance Survey. 
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High Premiums and Out-of-Pocket Costs Lead to 
Patients Not Getting Needed Care 

Perc«nt of workers who had the following problems In the past year due to cost 
■ Lower-income* uninsured □ Lower-income insured** H Higher-income insured 
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* “Lower-income” is defined as having annual family income of iess than $35,000. 
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Source: The Commonweaith Fund 2001 Heaith Insurance Survey. 

Annual Change Per Capita In Health 
Care Spending and Per Capita Gross 
Domestic Product, 1991-2003 
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Source; Medicare Payment Advisory Commission, Report to the Congress: 
Medicare Payment Policy. March 2003. 
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Physicians’ Net Income from Practice of 
Medicine, 1999, and Percent Change, 
1995-1999 



Average 
reported net 
Income 

Percent change in income, 
adjusted for inflation 


1999 

1995-97 

1997-99 

1995-99 

All patient care 
physicians 

$187,000 



-5.0%* 

Primary care 
physicians 

$138,000 

-5.4* 


-6.4 

Specialists 

$219,000 

-3.5*# 

-0.6 



‘Rate of change is statistically significant at p<.05. 

#Rate of change for specialists in significanfiy different from change for primary care 
physicians at p<.05. 


Source: M.C. Reed and P.B. Ginsburg, Behind the Times: Physician income, 1996-99. 
Center tor Studying Health System Change, Data Bulletin No. 24, March 2003. 



Hospital Costs Are a Major New Source of 
Increased Outlays, 2002 



Share of Spending Increase 


* Includes spending for dental, other prnlessiunai, and other personal health care services; home health and nursing 
home care; durable and other nondurable medical producls; administration and insurance net cost; government public 
health; medical research; and medical construction. 

Source; K. Levit et al., “Health Spending Rebound Continues in 2002,” Health Affairs 
(January/February 2004); 147-159. 
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Average Annual Growth in Hospital 
Costs, 1988-2002 

Percent 



Factors Accounting for Growth in Prescription 
Drug Spending per Capita, 1980-2011 


□ Other 

□ Drug Utilization (Number of Prescriptions) 
Average annual percent change _ 

e Drug Prices (Consumer Price Index - Drugs) 



Calendar Years 

Note: Data for 2000-2011 are projections. 

’'Other ' includes quality and intensity of services, and age-gender effects. 

Source; Centers for Medicare and Medicaid Services, The CMS Chart Series, 2003. 
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Administrative Costs Are Surging 


■ Annual Growth 1997-2000 
Percent □ Annual Growth 2000-2001 

E3 Annual Growth 2001-2002 



National Health Expenditure Administrative Costs of Private 

insurance and Pubiic 
Administration 


Source: K. Levit et ai., "Health Spending Rebound Continues in 2002,” Health Affairs 
(January/February 2004); 147-159. 

Private Insurance Administrative Costs as a Percent 
of Private Insurance Outlays and Public Program 
Administration as a Percent of Public Outlays, 2002 
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Private insurance administration Pubiic administration 


Source: K. Levit et al., “Health Spending Rebound Continues in 2002," Health Affairs 
(January/February 2004): 147-159. 
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Out-of-Pocket Costs to Patients Are a 
Major Expense, 1970-2002 

Dollars, billions 
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Source: K. Levit et al., “Health Spending Rebound Continues in 2002.” Health Affairs 
(January/February 2004): 147-159. 



Percent of Hospitalized Patients with 
Out-of-Pocket Costs Exceeding 10% of 
Income By Cost-Sharing Amount 
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Elderly Cost-Sharing is High 

Projected Out-of-Pocket Health Care Spending as a 
Share of Income, 2000 and 2025 


Percent 


■ 2000 □ 2025 
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Poor Health 

* No insurance beyond U.S. Medicare basic benefits. 

Source: S. Maxwell et al., Growth in Medicare and Out-oi-Podret Spending: 

Impact on Vulnerable Beneficiaries, The Commonwealth Fund, December 2000 



Cost-Sharing Reduces Likelihood of 
Receiving Effective Medical Care 

Probability of receiving highly effective care for acute conditions that 
is appropriate and necessary compared to those with no cost-sharing 
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Cost Sharing Reduces Use of Both 
Essential and Less Essential Drugs and 
Increases Risk of Adverse Events 


Percent reduction In drugs per day Percent increase in incidence per 10,000 

■ Elderly □ Low Income ■ Elderly □ Low Income 

22 140 ^ 



Essential Less Essential Adverse Events ED Visits 


Source: R. Tamblyn et al., “Adverse Events Associated With Prescription Drug Cost- 
Sharing Among Poor and Elderiy Person," Journal of the American Medical Association 
(January 24, 2001): 421-429, 2001, 



Tiered Prescription Drug Cost Sharing Leads 
to People Not Filling Prescriptions 


Percent of enrollees discontinuing use of all drugs in class 

■ Copayments Increased □ Copayments NOT Increased 



Source: H.A. Huskamp et ai., The EHect of Incentive-Based Formularies on 
Prescription-Drug Utilization and Spending, The New England Journal ol Medicine 
(December 4, 2003): 2224-32. 
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Medical Errors Pose Significant Threat to 
Patients and Costs to Society 


Total 18 types of medical injuries account for 2.4 miliion extra 
hospital days, $9.3 billion excess charges, and 32,591 attributable 
deaths in the U.S. annually 


Medical Error 
(examples) 

Excess Length 
of Stay, Days 
per case 

Excess 
Charge, $ 

Excess 
Mortality, % 

Complications of 
anesthesia 

0.17 days 

$1,598 

0.24% 

Foreign body left during 
procedure 

2.08 

MojM 

2.14 

Obstetric trauma, 
vaginal birth with 
instrumentation 

.07 

m 

0 

Postoperative 
respiratory failure 

9.08 

53,502 

21.84 



Source: C. Zhan and M.R. Wilier, “Excess Length of Stay, Charges, and Mortality 
Attributable to Medical Injuries During Hospitalization,” Journal of the American 
Medical Association (October 8, 2003): 1868-1874. 
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Care Coordination in Five Nations 


In past two years, 

Percent of sicker adults: 

AUS CAN NZ UK US 

Sent for duplicate tests 
by different health 
professionals 

13% 20% 17% 13% 22% 

Medical records/test 
results did not reach 
doctor’s office in time for 
appointment 

14 19 16 23 25 

Medical errors caused 
serious problems 

13 15 14 9 18 


Source: 2002 Commonwealth Fund International Health Policy Survey of Sicker Aduits. 



Half of U.S. Adults Receive Recommended 
Care and Quality Varies Significantly By 
Medical Condition 


Percent receiving recommended care 
80 n 



Overall Breast Cancer Hypartensien Asthma Pnenmenia Hip Fracture 


Source: E.A. McGlynn et ai., “The Quaiity of Health Care Delivered to Adults in the 
United States,” The New England Journal of Medicine (June 26, 2003): 2635-2645. 
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Cost and Quality Vary Widely Across Hospitals 


Coronary Artery Bypass Graft: 
Observed/Expecled Cost vs. Observed/Expected Quality 
Outcomes by Hospital 




. Low Cost 
Hi^ Qua^ 


Poor Outoorres • Obsorved/Ex^tod 


Source: S. Grossbart, Ph.D., Director, Healthcare Informatics, Premier, Inc., ‘The 
Business Case for Safety and Quality; What Can Our Databases Tell Us,’’ 5"' 
Annual NPSF Patient Safety Congress, March 15, 2003. 



Health Care Costs Concentrated in Sick Few^ 

Distribution of Health Expenditures for the U.S, 
Population, By Magnitude of Expenditure, 1997 


0% 
10 % - 
20 % 
30% 
40% - 
50% 
60% - 
70% - 
80% 
90% - 
100 % - 



Expenditure Threshold 
(1997 Dollars} 


$27,914 

$7,995 

$4,115 

$351 


U.S. Population Health Expenditures 

Source: A.C. Monheit, "Persistence in Health Expenditures in the Short Run: 
Prevalence and Consequences," Medical Care 41 , supplement 7 (2003); III53-III64. 
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Effect of Advanced Practice Nurse Care 
on Congestive Heart Failure Patients’ 
Average Per Capita Expenditures 


Dollars 


□ Visits 


12.000 n 

10.000 - 

8,000 

6,000 - 

4.000 

2.000 

0 - 


$ 9,618 



I 809 I 


■ Inpatient Care 


$ 6,152 


T 



Control Intervention 

Source: M.D. Naylor, "Making the Business Case for the APN Care Model,” report 
to The Commonwealth Fund, October 2003; estimated charges by Mark Pauly. 
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Coney Island Hospital’s Asthma Buddy Pilot: 
Effect on Asthma Hospitalization 
(69 Children Ages 8-16 years, 2001-2003) 


Number per Child 
14.4 


I ED Visit □ Hospitalization 



0.01 0.01 


Asthma Patients Over 6-mo. Asthma Patients Over 6-mo. 
Winter, Prior to Intervention Winter, With Asthma Buddy 
(Oct. 2001 - Mar. 2002) (Oct. 2002 - Mar. 2003) 

Source: Coney Island Hospital, Asthma Buddy Pilot data, 2003. 
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Achieving a High Performance 
Health System: What it Requires 

• Enhanced federal role to promote quality and efficiency: 

- Public data on provider quality and efficiency 

- Federal agency to establish clinical guidelines, quality 
standards (e.g. NICE, NICS) 

- Financial rewards to providers for high quality, efficient 
care 

- Standards and incentives to adopt IT 

- Research and demonstrations on cost-effective care, 
new incentive payment methods 

• Public-private partnership: 

- Engage entire health care system in continuous quaiity 
improvement 

~ Develop and disseminate quality improvement tools 

- Identify and spread best practices 

- Encourage learning collaboratives to improve care 

- Promote modern information technology 

- Reward quality and efficiency 
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Creating Consensus on Automatic and 
Affordable Health Insurance For All 


New Coverage for 42 Million Currently Uninsured* 



im 


i4id 


Improved Coverage for 20 Million 
Currently Insured 

Source; K. Davis and C. Schoen, "Creating Consensus on Coverage Choices," Health Allairs 
(Web Exclusive April 23, 2003). 


Peepared Statement of Christopher J. Conover, Ph.D. 

Mr. Chairman and Members of the Committee: How big a roie does heaith serv- 
ices reguiation piay in expiaining the extraordinariiy high ievei of heaith costs in 
the U.S.? And how many uninsured might be covered were we to somehow find a 
way to reduce this reguiatory burden? My brief remarks wiii provide some tentative 


100 


answers to both questions based on the preliminary results of more than 2 years 
of research conducted in part under contract to the Department of Health and 
Human Services. 

There are two ways to answer the first question. First, we looked at the costs of 
regulation in other industries such as airlines, railroads, telecommunications and 
other sectors that have long been studied and calculate the percent of gross eco- 
nomic activity in those industries that is attributable to regulatory costs. By apply- 
ing these percentages to the health sector, we arrive at very rough back-of-the-enve- 
lope estimates of upper and lower bounds on the plausible magnitude of the burden. 
As shown in Fig. 1, this so-called “top down” approach suggests that in 2002, health 
regulation could have imposed an annual cost of at least $28 billion to as much as 
$657 billion. (See Figure l).i 

A 30-fold difference between the minimum and meiximum cost estimate is no more 
gratifying to me as a researcher than it is to you as policymakers. Moreover, it is 
easily possible that the regulatory burden in healthcare is even higher than a sim- 
ple extrapolation from other industries might suggest. According to University of 
Rochester health economist Charles Phelps, “the U.S. healthcare system, while 
among the most “market oriented” in the industrialized world, remains the most in- 
tensively regulated sector of the U.S. economy.” ^ 

So we also answered this question using a much more fine-grained “bottoms up” 
approach. We examined the literature for nearly 50 different kinds of Federal and 
State health services regulations, including regulation of health facilities, health 
professionals, health insurance, pharmaceuticals and medical devices and the medi- 
cal tort system. These various regulations covered the gamut from mandated health 
benefits to State certificate of need requirements for hospitals and nursing homes.® 
We systematically tallied both the benefits and costs associated with such regula- 
tions'^ and found that the expected costs of regulation in health care amounted to 
nearly $335 billion in 2002. As shown at the bottom of Fig. 2, our estimate of bene- 
fits was about $207 billion, leaving a net cost of $128 billion. Three areas account 
for the lion’s share of this net burden: the medical tort system, including litigation 
costs, court expenses and defensive medicine, totals $81 billion, FDA regulation 
adds another $42 billion, and health facilities regulation adds $29 billion. Thus, the 
States and Federal Government both have roles to play in finding ways to trim reg- 
ulatory excess. 

How does this relate to the uninsured? Our “bottoms up” look allowed us to deter- 
mine that the net cost of regulation borne by the health industry itself is 6.4 per- 
cent, meaning that health expenditures (and health insurance premiums) are at 
least that much higher than they would be absent regulation. Based on consensus 
estimates about the impact of higher prices on how many would likely drop health 
insurance, this increased cost implies a 2.2 percent reduction in the demand for cov- 
erage. This translates into nearly 5 million uninsured whose plight might be attrib- 
uted to excess regulatory costs.® 


^ See Figure 1 Supporting Documentation for details of these calculations. 

2 Charles E. Phelps. Health Economics, 2nd edition. Addison-Wesley Publishing Co. 1997: 539. 

® Tables 1, 2 and 3 summarize all the topics that were included in our literature syntheses 
for health facilities, health professionals and health insurance respectively. An advisory panel 
of 20 national experts has provided guidance on the scope and content of this literature syn- 
thesis. We are confident that no major domain of health services regulation has been excluded. 
However, it might also be noted that our cost estimates do not include the costs imposed on 
health providers from continual changes in public payment policies. 

'^In many cases, the national dollar impact of a particular form of regulation never has been 
estimated per se, e.g., State certificate of need regulation of hospitals and nursing homes. In 
these cases, we synthesized the literature on the percent change in health costs associated with 
that form of regulated and then calculated the aggregate national impact by applying these esti- 
mated effects to aggregate health expenditure estimates for the States that still maintain such 
regulations. In some cases, our estimates also included mortality gains and losses reported in 
the literature. In these cases, we monetized such losses using conventional assumptions about 
the willingness-to-pay value of a human life. We used a standard value of a statistical life that 
amounted to $4.4 million for our average estimates, with $1.6 million and $6.6 million as lower 
and upper bounds. See Mrozek, James R. and Laura O. Taylor. “What Determines the Value 
of Life? A Meta-Analysis.” Journal of Policy Analysis and Management 21, No. 2 (Spring 2002): 
253-270 for a detailed justification of these values. 

^ Most recent estimates of the price elasticity of demand for health insurance lie in the — .4 
to —.6 range (Sherry Glied, Dahlia K. Remler and Joshua Zivin, “Inside the Sausage Factory: 
Improving Estimates of the Effects of Health Insurance Expansion Proposals.” Milbank Quar- 
terly 80, No. 4 (2002): 611). Assuming an average overhead cost no higher than 15 percent, a 
6.4 percent increase in health spending attributable to health industry compliance costs would 
be associated with a 5.4 percent increase in health insurance premiums, so applying the lower 
bound elasticity estimate yields a 2.2 percent reduction in demand for coverage. Leaving aside 
the non-elderly now covered by Medicare, Medicaid and military benefits, there are more than 
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But of course, there’s a different way to look at this burden as well. In light of 
the $35 billion in subsidized care already being provided to uninsured patients, ® re- 
searchers have recently estimated that it would cost only $34 to $69 billion in added 
health spending to cover the all of the Nation’s uninsured.'^ In light of these figures, 
the potential opportunity costs of this regulatory burden become very clear: the av- 
erage estimates from both our “top down” and “bottoms up” look at this problem 
suggests we could cover this cost several times over. Admittedly, our estimates are 
still preliminary and we now are engaged in a process of careful review of them. 
But it seems unlikely that the adjustments yet to come would alter this central con- 
clusion: the net burden of health services regulation likely exceeds the annual cost 
of covering all 44 million uninsured. So a legitimate policy question is whether the 
benefits of regulation outweigh the benefits of coverage for all Americans. For exam- 
ple, in the context of the lOM finding that 18,000 uninsured die every year due to 
lack of coverage, is maintaining our current regime of health regulation worth let- 
ting that continue? 

This is not a question for me to answer, but I hope you will consider it seriously 
as you wrestle with one of the most challenging health policy issues now on the na- 
tional agenda. Thank you for your time. 


215 million adults and children in the private market for private health insurance: a 2.2 percent 
reduction in demand translates into 4.8 million uninsured. Using upper hound estimates of the 
net impact of health regulation (9.8 percent) and price elasticity ( — .6) would imply that 10.7 
million could he uninsured due to health regulation. 

® Jack Hadley and John Holahan. “How Much Medical Care Do the Uninsured Use and Who 
Pays for It?” Health Affairs Web Exclusives, January-June 2003. February 12, 2003: W3-66. 

Jack Hadley and John Holahan. “Covering the Uninsured: How Much Would it Cost?” Health 
Affairs Web Exclusives, January— June 2003. June 4, 2003: W3-250-265. 
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Fig. 1. "Top Down" Estimate of Health 
Regulation Costs, 2002 (billions) 


Extrapolated 
Cost of Health 
Services 
Regulation 
(billions) 


657 



■ Transfer 

■ Efficiency 


Source: Christopher J. Conover, Center for Health Policy, Law and Management, Duke Univeisity 


Fig. 2. "Bottoms Up" Estimate of Health 
Regulation Costs, 2002 (billions) 


Type of Regulation 

Benefits 

Costs 

Net 

Facilities 

18.3 



Professionals 




Insurance 


100.1 

(31.5) 

Pharmacy/Devices 

1.8 

43.7 

■BEI 

Tort System* 

32.5 


mm 

TOTAL 

206.6 


128.2 


*Includes costs of medical professional liability insurance, courts and defensive 
medicine. Claimants' costs net compensated through awards are excluded. 

Source: Christopher J, dinover. Center for Health Policy, Law and Management, Duke University 
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Fig. 1 Supporting Documentation. ’Top-Down" Estimates of Cost of Health Services Regulation 
(billions of 2002 dollars) 


Industry 

Source 

Year of 

Type dCoet 

H Applied to Health 


Estimate 

Efficienw 

Transfer 

EfUelsncY 

Tranefer Combined 




Percent 


Billions 


Airline 

Hahn and Hird 1091 

1988 

8.9% 

18.0% 

137.7 

279.1 

416.8 

Barge 

Hahn and Hird 1991 

1988 

3.3% 

9.9% 

51 .0 

153.1 

204,1 

Manufacturing 

Crain and Hopkins 2001 

2000 

2.4% 

1.0% 

37.1 

15.5 

52.6 

Rail 

Hahn and Hird 1991 

1988 

10.0% 

29.4% 

154.1 

455.6 

609.7 

Services 

Crain and Hopkins 2001 

2000 

1.0% 

1.5% 

1S.5 

23.2 

3&7 

Telecommunications 

Hahn ard Hird 1991 

1988 

10.6% 

31 .9% 

164.8 

492.9 

657.3 

Trade 

Crain and Hopkins 2001 

2000 

D.8% 

1.0% 

12.4 

15.5 

27.9 

US. Total 

Crain and Hopkins2tXH 

2000 

1.5% 

1.0% 

23.2 

15.5 

38.7 

Summary 








Mean 

Minimum 

Maximum 



4.8% 

0.8% 

10.6% 

11.7% 

t.0% 

31 .9% 

74.4 

12.4 
184.3 

181.3 

15.5 

492.9 

255.7 

27.9 

657.3 


Note: For estimates obtained Iron Hahn and Hird [$1], all percentages are calculated based on esiimated regulatory costs 
reported by authors divided by QDP tor each respective industry in the year shown. The industry categories used for the 
GDP esbmales vrer© a) transportation by air; b) water transportation; c) railroad transportation; and d) communications 
(which includes telephane/talegraph and radio/TV). These peroentages were applied to estimated National Health 
Expenditures lor 2002. Crain and Hopkins [S3] report regulatory costs as a percent of receipts, so These oercentaaes wero 
at^lied directly to NHE. 


Parameter© 

Airline [81] 

Barge [Si] 

Ral [SI] 

Telecommunlcattorrs [St] 

National health axpendtures, US. 2002 [S: 


Year 

Efficleney 

Transfer 

GDP 

1988 

3.8 

7.7 

42.7 

1986 

0.3 

0.9 

0.1 

1988 

2.3 

6.8 

23.1 

1988 

14.1 

42.3 

132.8 


1,547.6 


Sources 

[SI] Hahn, Robert W., af>d John A. Hird. 1990. The costs and benefits at regulation; review and synthesis. Tate Journal on 
Regufalion 6: 233. 

(S21 H«(ller, Steptisn, Sheila Smith, Sean Keehan, M. Kent Olemesn, Greg Won, and MaiK Zazza. 2003. Health Speniing 
Projections for 2002-2001 2. Health Affaire W$0 Exoiusive W 3: 54^5. 
fS3] Crain, Mark W., and Hopkins, Thomas D. 2001. Tha impact d regulatory costs on small Hrms. Office of Advocacy, Small 
Business Admlnlslrallon. 
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Table 1 

Health Faciilties Regulation 


Ragulaiicn Locus 

Accesa 

EMTALA F 

Hospital uncompensated care pools S 

Hospital community service requirements 
Hill-Burton F 

State community service requirements S 

Stale indigent care mandates S 

Hospital conversion regulations S 

Limited English Proficiency requirements F 

Costs 

Fraud and aduse 

False Claims Act ol 1 Bd3 F 

MedicareMadioaid fraud and abuse statute F 

Civil Monetary Penalties Law (CMPL) F 

Self-relerral prohibitions (Stark I and II) F 

HIPAA fraud and abuse provisions (1996) F 

BBA fraud and abuse provisions (1997) F 

State fraud and abuse requirements S 

Medical records (includes privacy) 

HIPAA Privacy Rut© S 

State privacy regulations F 

Organ transplant regulation F 

Hospital provision of transplant-related data F 

Organ transplant sales ban F 

Certificate of need S 

Hospital rale-setting S 

Pharmaceulical price regulation 
Medicaid Average Wholesale Price F 

State pharmaceutical price regulation S 

Other cost-related facilities regulations S 

Hospital discharge data systems S 

Patient Self-Determi nation Act of 1 990 F 

Quality 

Hospital accreditation and licensure 
Medicare conditions of participation F 

State accredimtion and licensure S 

Nursing home accreditation and licensure F 

Medicare conditions of participation F 

Nursing Home Reform Act (OBRA *97) F 

Stale accreditation and licensure 
Other facilities accreditation and licensure F 

Medicare conditions of participation F 

Ambulatory Surgical Centers F 

Diagnostic Imaging Cenrters F 

Home Health Agencies F 

Renal Dialysis Centers F 

Pharmacies p 

Ambulances F 

State accreditation and licerisure S 

Peer Review 

Quality Improvement Organizations (QIOs) F 

Health Care Quality Improvement Act (1 986) F 

Clinical Laboratory Improvement Act of 1967 F 

Other quality-related facilities regulations 
Regulation of blood banks (FDA) F 

Blood-borne pathogen requirements fOSHA) F 

Health outcomes reporting systems S 
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Table 2 

Health Professionals Regulation 


Regulation Locus 

Access 

Medicare assignment rules F 

Costs 

Fraud and abuse 

False Claims Act F 

MedicareMedicaid fraud and abuse statute F 

Self-referral prohibitions (Stark I and II) F 

HIPAA fraud and abuse provisions (1996) F 

BBA fraud and abuse provisions (1997) F 

State fraud and abuse 
Medical records (includes privacy) 

HIPAA Privacy Rule F 

State privacy regulations S 

Medicare GME payments F 

Quality 

Medicare conditions of participation F 

National Practitioner Databank F 

Professional accreditation/licensure S 

Commercial limits on practice of medicine 
Corporate practice of medicine S 

Advertising restrictions 

FTC F 

State advertising restrictions S 

Resident duty hours limitations S 
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Tables 


Regulation Locus 

Access 

HMD Act 011973 F 

Anti-discrimination restrictions F 

Rehabilitation Act of 1973 F 

Pregnancy Discrimination Act of 1978 F 

Americans with Disabilities Act F 

Child Abuse Prevention and T reatment Act F 

Mandated health coverage 

Employer mandates S 

Conhnuation of coverage 

State requirements S 

COBRA (1985) F 

Mandated health benefits 

Mandated standards ot care S 

Other mandated health benefits S 

Mental Health Parity Act (1996) F 

Newborns' and Mothers' Protection Health Act F 

Women's Health and Cancer Rights Act (1 998) F 

Mandated providers S 

Person mandates S 

Insurance Market Reforms 

Small-group insurance reforms S 

Individual market insurance reforms S 

Community rating S 

Health alliances (voluntary & mandatory) S 

HIPAA (1996) F 

Health plan conversion regulations S 

High risk pools S 

Costs 

ERISA (1974) F 

HIPAA (1996) administrative simplification F 

Privacy regulation 

State requirements S 

HIPAA (1996) F 

Medicare as secondary payer (1 980) F 

Medigap minimum standards (1990) F 

General Insurance/HMO Regulation 
General insurance regulation (solvenoy/rates) S 

General HMD regulation (solvency/rates) S 

Premium taxes S 

Quality 

Medcare + Choice conditions of participation F 

Managed care regulation 
Professional rights 

All products statutes S 

Anti-gag rules S 

Due process protections S 

Prompt payments statutes S 

Patient protections 

Any-willing-provider statutes S 

Conlinulty-of-care requirements S 

External review statutes S 

Drug formularies S 

Limits on financial Incentives S 

Patient bill of rights S 

Bipartisan Patient Protection Act (2001) F 
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Center for Health Policy, Law and Management, 

Durham, NC 27708-0253, 

March 8, 2004. 

Hon. Judd Gregg, 

Chairman, 

Committee on Health, Education, Labor and Pensions, 

U.S. Senate, 

Washington, DC 20510-6300. 

Dear Senator Gregg: I am writing in response to your letter of February 10 re- 
garding my testimony on January 28. 

Question 1. We have a recurring debate in the Senate about the cost impact of 
various legislative proposals on health care premiums, and the degree to which such 
increases drive up the number of uninsured. Often times, we get estimates from 1 
percent (mental health parity) to 5 percent (PBOR). Some assert that such increases 
are “modest” — adding up to the cost of only a few extra big Macs per person per 
month — and that such a cost can easily be borne by the system. However, you con- 
clude that excess regulatory costs can account for nearly 5 million uninsured. In 
your research, did you develop an assumption for how many people become unin- 
sured for each 1 percent increase in premiums? 

Answer 1. We sought to explain this in footnote 5 of my testimony, but I would 
like to correct an inadvertent error regarding the number of non-elderly with pri- 
vate coverage. The corrected footnote should read as follows: Most recent estimates 
of the price elasticity of demand for health insurance lie in the —.4 to —.6 range 
(Sherry Glied, Dahlia K. Remler and Joshua Zivin, “Inside the Sausage Factory: Im- 
proving Estimates of the Effects of Health Insurance Expansion Proposals.” Milbank 
Quarterly 80, No. 4 (2002): 611). Assuming an average overhead cost no higher than 
15 percent, a 6.4 percent increase in health spending attributable to health industry 
compliance costs would be associated with a 5.4 percent increase in health insurance 
premiums, so applying the lower bound elasticity estimate yields a 2.2 percent re- 
duction in demand for coverage. There are 185 million adults and children currently 
covered by private health insurance (Mills, Robert, and Shailesh Bhandari. 2003. 
Health Insurance Coverage in the United States: 2002, U.S. Census Bureau. U.S. 
Government Printing Office, Washington, DC). A 2.2 percent reduction in demand 
translates into 4.0 million uninsured. Using upper bound estimates of the net im- 
pact of health regulation (9.8 percent) and price elasticity ( - .6) would imply that 
9.2 million could be uninsured due to health regulation. 

Our figures imply that for each 1 percent increase in private health insurance 
premiums, there would be a 0.4 percent reduction in demand for private coverage, 
which at current levels of private coverage implies 740,000 newly uninsured. 

There are several differences between our estimates and those used by CBO that 
are worth noting: 

• Our estimates affect medical expenditures (and hence health insurance pre- 
miums) across the board; in contrast, Federal mental health parity and PBOR pro- 
posals would apply only to group health plans (leaving out 16 million non-elderly 
with individual coverage) and in some cases exempt small employers (20 or fewer 
in some bills, 50 or fewer in others), exclusions that may leave out as much as 30 
percent of private sector employer-based coverage; see Jennifer Bowen, Jeanne De 
Sa and Stuart Hagen memorandum “Estimate of S. 543, the Mental Health Equi- 
table Treatment Act” July 12, 2002). Moreover, CBO always takes into account 
States that may have already enacted similar mandates or protections as their pur- 
pose is to calculate the net effect of a change in Federal law. For all these reasons, 
the base of persons having coverage from which demand reductions are calculated 
is generally smaller in the CBO estimates than in ours. 

• CBO assumes that 40 percent of premium increases would be effectively ab- 
sorbed by employers and passed back to employees in the form of lower compensa- 
tion; they assume the remaining 60 percent would be offset by changes in profits, 
by purchasers switching to less expensive plans, by cutting back on benefits or drop- 
ping coverage (see CBO, Congressional Budget Qffice Cost Estimate: S. 1052 Biparti- 
san Patients’ Bill of Rights Act (as passed by the Senate on June 29, 2001), July 
20, 2001). For all these reasons, the net amount of each 1 percent premium increase 
that is actually left over to influence demand for coverage is much smaller than ours 
(i.e., we take into account the full 1 percent). 

The CBO approach makes sense when analyzing mandates that provide some sort 
of benefit at an additional cost since employees (and their employers who are pre- 
sumed to reflect their preferences) presumably are willing to pay something for an 
additional benefit even if it is not the full cost. However, in our case, we had already 
netted out any benefits from regulation, so the residual $128 billion in costs should 
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more appropriately be viewed as the equivalent of an excise teix. As Dr. Holtz-Eakin 
has testified recently: “Clearly, an increase in premiums having nothing to do with 
the quality of the insurance benefit (a tax on premiums, for example) would lead 
to a reduction in the number of people with health insurance since the price in- 
crease would lead some people to drop their coverage” (Statement of Douglas Holtz- 
Eakin, Director of Congressional Budget Office, The Uninsured and Rising Health 
Insurance Premiums before the Subcommittee on Health Committee on Ways and 
Means U.S. House of Representatives March 9, 2004). In short, any differences be- 
tween CBO estimates and ours I believe are more apparent than real. 

Question 2. You conclude that some regulation and litigation are beneficial. What 
proportion of regulation is beneficial and how does this compare to the proportion 
of litigation that is beneficial? 

Answer 2. This is an excellent question, but difficult to answer, in part because 
litigation permeates much of regulation of health facilities, health professionals and 
health insurance. For example, enforcement of fraud and abuse statutes relies in 
part on qui tarn provisions that allow private parties to bring claims on behalf of 
the government. What is labeled “Tort System” in Eig. 2 applies only to the medical 
tort system, i.e., professional liability insurance for medical malpractice, associated 
court costs and the companion costs of defensive medicine. It would be very difficult 
to extract the equivalent legal costs from the other areas of health regulation shown 
on that chart. 

That said, one can observe that the ratio of benefits to costs for the medical tort 
system is 28.6 percent whereas for all other health regulations, this ratio is 78.7 
percent, but that might be viewed as an unfair comparison since defensive medicine 
makes up roughly 60 percent of the overall costs of the medical tort system. So if 
defensive medicine costs were ignored, the ratios would be much more similar. How- 
ever, in our view, the behavioral response to the medical tort system is just as im- 
portant a consideration in accurately assessing the effects of regulation as the be- 
havioral response of taxpayers to changes in teix rates is to accurately assessing the 
effects of tax policy. We believe it would be misleading to ignore these costs. That 
said, our figures should not be viewed as implying that only 28.6 percent of litiga- 
tion is beneficial, as some might misconstrue this to mean that only 1 in 4 medical 
malpractice cases meets some benefit-cost threshold. It might be that 90 percent of 
such cases have benefits exceeding their costs, but that in the remaining cases that 
fail a simple benefit-cost test, the excess of costs over benefits is so enormous as 
to produce a gross ratio (across all cases) of only $28.60 in benefits for each $100 
of costs borne by society. The way in which we have compiled our estimates does 
not allow us to answer the question of what fraction of malpractice cases have bene- 
fits exceeding their costs. 

Question 3. In your research you clearly make some judgments about whether reg- 
ulations are beneficial or not. How did you conduct this analysis? What criteria did 
you use in making these judgments? 

This too is an excellent question that is challenging to answer. With the caveat 
that our findings are still preliminary, to date we have found that in the domain 
of health facilities regulation, of the 16 types of regulation we studied, only 2 pro- 
duced benefits that exceeded costs. Similarly, benefits exceeded costs for only 3 of 
8 health professional regulations we studied and 7 of 19 areas of health insurance 
reflation. This is not equivalent to saying that we believe 31 areas of health regu- 
lation should be discarded entirely since in at least some cases, it is possible that 
regulatory reform could produce a better alignment of benefits with costs. The medi- 
cal tort system is a good example of this. This system clearly produces some bene- 
fits, including compensation to patients and deterrence of medical errors. However, 
if there were a way to achieve the same or greater benefits less expensively — wheth- 
er this be through caps on damages, alternative dispute resolution — this would be 
an improvement over the status quo. 

It was not the purpose of our study to make recommendations on specific regu- 
latory reforms to be pursued, either in medical torts or any other domain of health 
regulation. Instead, we were trying to provide something that has never been 
achieved previously: a “big picture” view of the overall impact of health services reg- 
ulation with the intent of identifying areas where regulation might be excessive. For 
each of the areas so identified, one would have to rely on further study or experts 
in that domain to sort through the best approach to reform. My guess is that only 
in some of these cases would experts judge that we should dispense entirely with 
regulation. 

I would like to take the opportunity of addressing two other points that came up 
in the January 28 hearing. 



109 


Question 4. What is the cost of care at the end of life? 

Answer 4. The best estimates of this come from a 10 year old study by Emanuel 
and Emanuel implying that roughly 12.2 percent of all health expenditures occur 
in the last year of life (see Emanuel, Ezekiel., and Linda L. Emanuel. 1994. The 
economics of dying: the illusion of cost savings at the end of life. New England Jour- 
nal of Medicine 330, no. 540). The authors estimate that if all Americans who died 
executed an advance directive, chose hospice care, and refused aggressive, in-hos- 
pital interventions at the end of life, their end of life expenditures would drop by 
27 percent, producing maximum potential savings equal to 3.3 percent of health 
spending. The authors made clear this was a best possible case estimate and they 
themselves were not claiming it was achievable, both because it would cost some- 
thing to educate/persuade all Americans to execute advance directives, because for 
a variety of reasons these advanced directives are not always followed and because 
not every American would opt for either hospice care or refuse aggressive interven- 
tions in any case. So while a promising area of savings, it seems unlikely this alone 
could be relied upon to finance universal coverage. 


Question 5. Does prevention save money? 

Answer 5. I enjoyed Senator Harkin’s eloquent brief on the merits of preventive 
care and healthier lifestyles. There is no question that if Americans were healthier 
we could save a lot of money, but conversely, if they lived longer, we would spend 
more, so determining whether prevention actually saves money on balance is 
trickier than it may seem. In a superlative book written by nearly 20 years ago, a 
Brookings Institution researcher, Louise Russell showed that “preventive measures 
are not as simple as often depicted — while many do improve health, they are not 
without risk or cost, and in fact rarely reduce medical expenditures” (Is Prevention 
Better Than Cure? Washington, DC: Brookings Institution 1986). She reviewed a 
variety of preventive health services, ranging from vaccinations (who often do save 
medical costs), to screening for various diseases, to changes in lifestyle. While nearly 
2 decades old, I believe her results instructive and would not change appreciably 
were she to replicate the analysis today. The bottom line is that prevention gen- 
erally offers the prospect of achieving gains in life expectancy or other improve- 
ments in health at a very low cost per added year of life and typically prevention 
can be justified on grounds that it represents good value for the money. But to ex- 
pect prevention to be self-financing through medical cost savings may be unrealistic 
and I would hope that the fate of the uninsured does not rest on such savings hav- 
ing to materialize. 

I would like to thank you again for the opportunity to testify and the chance to 
provide this further information for the record. Your committee faces a daunting 
task and I look forward to seeing how things develop. If you have any further ques- 
tions, please feel free to contact me (919) 684-8026 or e-mail 

conoverc@hpolicy.duke.edu. 

Best wishes. 


Christopher J. Conover, Ph.D., 
Assistant Research Professor of Public Policy Studies, 
Terry Sanford Institute of Public Policy, 
Director, Health Policy Certificate Program, 
Senior Fellow, Health Inequalities Program. 


Prepared Statement of Gail R. Wilensky, Ph.D. 

Mr. Chairman and Members of the Committee: Thank you for inviting me to ap- 
pear before you. My name is Gail Wilensky. I am a senior fellow at Project HOPE, 
an international health education foundation. I am also a former Administrator of 
the Health Care Financing Administration, now called CMS and a former chair of 
the Medicare Payment Advisory Commission, MedPAC. My testimony today reflects 
my personal views as an economist and a health policy analyst and should not be 
regarded as representing the views of Project HOPE. 

My testimony focuses on the uninsured, the relationship between increased 
healthcare spending and the decline in the number of the insured and the major 
factors that are driving increases in healthcare spending. These are large and com- 
plex issues and my coverage of them will be in the nature of an overview of what 
is known about them rather than in depth treatment of any one of them. 

The Problem 

The numbers of the uninsured, the characteristics of the uninsured and the dura- 
tion without insurance coverage has been well documented by the Census Bureau 
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and the Congressional Budget Office, as well as in other government reports. The 
number of uninsured has increased in the Census reports of each of the last 2 years, 
and according to the Census CPS report now stands at 43 million or approximately 
15 percent of the population. While the precise number of uninsured depends on the 
particular survey being referenced and the duration of time being considered, it is 
important to note that the number of uninsured reported for 2002 is very similar 
to the number and percent of the population reported uninsured in 1997, a period 
of robust economic growth. This suggests that the uninsured should be considered 
a chronic problem rather than an acute issue, one that will become somewhat worse 
in periods of slow economic growth and slightly better following periods of robust 
economic growth. What should be equally clear is that to substantially reduce the 
number of uninsured will require an explicit change in policy. Several of the major 
policy choices will be summarized at the end of my testimony. 

However, before considering the policy options available to reduce the number of 
uninsured, it is important to understand what has been behind the decline in insur- 
ance coverage. Even though, the persistence of a substantial uninsured population 
should be regarded as a chronic problem, it is a chronic problem that has grown 
somewhat worse over the last quarter century. In 1977, when the first of the Na- 
tional Medical Care Expenditure Surveys (now called the Medical Expenditure 
Panel Survey or MEPS) was conducted, the number of uninsured was under 13 per- 
cent of the population and it is now slightly greater than 15 percent of the popu- 
lation. Had the State Children’s Health Insurance Program (SCHIP) not been en- 
acted in 1997, the percentage increase would have been greater since it has been 
able to compensate for some of the loss in private coverage. 

This leads to the question as to why the percentage of people covered by private 
health insurance has been declining and what, if anything can, can be done to try 
and mitigate the decline. Two factors are cited most frequently. The first is the 
change in the structure of the economy and the move towards jobs that are part 
time, in small firms and/or are part of the service sector. These structural changes 
in the economy are all known to be associated with a lower likelihood of employer- 
sponsored insurance. The second reason is the increasing cost of healthcare and 
more specifically, the fact that healthcare spending has been increasing faster than 
personal income. While both reasons contribute to the decline in insurance coverage, 
several studies including those by Lewin and Associates and by Kronick and Gilmer, 
find the largest factor is the increase in healthcare spending. 

Is Increased Health Care Spending A Problem? 

It has long been observed that the United States spends more on healthcare than 
any other developed country, both in absolute terms and as a share of our Gross 
Domestic Product. Over the last 50 years, healthcare spending in the U.S. has 
grown in real terms per person at a rate of about 4 percent per year while the GDP 
has grown at a real rate of about 1.5 percent per person. A notable exception to that 
trend occurred in the middle 1990’s, when healthcare spending grew at a rate of 
about 2 percent per year, half of the historical rate. Whether there is more to be 
learned about how to sustain periods of lower growth without inciting the type of 
public backlash that occurred against the managed care industry in the late 1990’s 
will be an important exercise for future health policy analysts. 

This country seems to have had mixed views about whether the long term spend- 
ing growth should be regarded as a problem. During some periods of our history, 
substantial time has been spent bemoaning the increased rates of spending, particu- 
larly when compared to other countries but as of late, this attitude in at least some 
quarters seems to have changed. Some are now saying that we can afford to spend 
a significant portion of the increased growth in the economy on healthcare if we 
choose to do so. Technically this is obviously true but it will also mean that we will 
have less of our economic growth to spend on other things. Rather than focus on 
the literal sustainability of our healthcare spending rate, the more important ques- 
tion is whether people feel that they are getting increased value for their spending- 
in either the quantity or quality of their life — or whether more is being spent be- 
cause of unintended cost drivers in the way healthcare is financed or delivered. 

Even if we conclude that we are truly getting value for the increase spending on 
healthcare, as some analysts have done and therefore should be less concerned 
about increased spending, it is clear that the increased spending will make it more 
difficult to reduce the number of the uninsured. It also means that if we can find 
ways to slow the rate of growth in spending, it will be less costly to cover the unin- 
sured and that the rate of increase in the uninsured should decline. 
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Drivers of Increased Health Care Spending 

There are a variety of drivers of healthcare costs, each of which is briefly de- 
scribed in the section that follows plus one over-arching factor that exacerbates the 
problems associated with the other factors. The most important speciflc drivers of 
healthcare are advances in medical technology, medical liability, medical errors and 
patient safety, life styles that drive up healthcare spending and a reimbursement 
system that encourages inefficiency and fails to reward quality. 

The over-arching factor that exacerbates all of these specific factors is the domi- 
nance of employer-sponsored insurance, a dominance that has occurred because of 
the vagaries of history concerning the tax treatment of employer-paid premiums. As 
is well known by all of you, the rise of employer-sponsored insurance can be traced 
to the decisions of employers during WWII to provide their employees with insur- 
ance as a way to circumvent the then existing wage and price controls. A ruling by 
the IRS a decade later that such fringe benefits did not constitute taxable income 
has led to the present dominance of employer-sponsored insurance. As a result of 
the IRS ruling, pa 3 Tnents of health insurance premiums by employers do not count 
as tcixable income for their employees and are not subject to Federal or State income 
tax or to Federal payroll teixes. This treatment of income is referred to as the “tax 
exclusion” of employer-paid health insurance and its implications are also discussed 
below. 

Medical Technology 

New medical technologies and other medical advances have long been considered 
as a major driver of increased healthcare spending, particularly when viewed over 
the long-term. While some estimates have placed the increase due to technology as 
high as 50 percent, it is important to note that the effect of technology is frequently 
measured as a residual, after accounting for population and population aging, gen- 
eral inflation and medical specific inflation, changes in insurance coverage and other 
factors rather than measuring its effects directly. Nonetheless, it is clear that in- 
creasing medical capability has been a major factor in explaining the increase in 
healthcare spending. 

An important question to consider, however, is why medical technologies rarely 
decline in price over time the way they do in other industries and also whether the 
adoption of new technologies in healthcare is subject to the same types of economic 
calculus that occurs elsewhere in the economy. In other sectors, new technology is 
adopted if it can provide a service better and cheaper or better but more expensive 
and with the payer willing to pay for the improved service. In healthcare, new tech- 
nologies are frequently adopted as long as there is any improvement in the service 
provided or the quality of life produced. Why that is the case is rather complicated 
but reflects the financial incentives of the purchaser who is frequently not the end 
payer, lack of good information about either the benefits or the costs of the tech- 
nology, financial incentives to the provider of the service and the medical liability 
system. It is not clear that advances in medical technology would have quite as 
much an effect on healthcare spending if these other factors weren’t also present. 

Medical Liability 

Medical liability, which includes both medical malpractice and medical product li- 
ability, is another area that has long been thought to be associated with increased 
healthcare spending although there is a lot of debate about how much of an increase 
it causes. There are two types of increased spending that can occur because of medi- 
cal liability. The first, which is easier to measure and probably the smaller of the 
two, is the increases in healthcare spending associated with increases in medical 
malpractice premiums. The second, which is likely to be both larger and more perva- 
sive but very hard to measure, is the change in the practice of medicine driven by 
malpractice concerns. Because physicians claim they feel more at risk for errors of 
omission rather than errors of commission, assuming no adverse event associated 
with the committed act, the liability system is believed to exacerbate the increases 
in healthcare spending, particularly when combined with the current reimburse- 
ment system which pays more the more services the physician provides. 

The debate about how to limit the increased spending associated with rising costs 
of malpractice premiums as well as the practice of defensive medicine and yet com- 
pensate patients who have experienced avoidable medical errors is continuing at 
both the Federal and State level. While there is some evidence that capping non- 
economic awards is associated with smaller increases in malpractice premium in- 
creases, the strategy does not directly address the problems associated with the 
practice of defensive medicine. There is some thought that the increased focus of in- 
stitutional and individual providers on patient safety and medical error reduction 
may not only provide direct benefits to patients in terms of improved care but also 
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may help break the impasse in resolving issues of medical liability. Since the release 
of the various volumes on patient safety and medical errors by the Institute of Medi- 
cine, increased attention has been focused on the costs of medical errors and the 
need for system changes to improve both the quality of medical care and the quality 
of patient safety. Experts in this area have also looked for ways to link effective pa- 
tient mechanisms to strategies that would provide for timely and fair compensation 
of avoidable error that results in injury. If such a way can be found, it would help 
reduce the pressure on healthcare spending increases associated with both mal- 
practice concerns and with the costs of correcting medical errors. 

Lifestyle Issues 

The lifestyle followed by many Americans is another driver of healthcare costs. 
A significant amount of attention has been devoted to the costs of smoking on the 
healthcare system as well as the costs to the economy from the increased absentee- 
ism and decreased productivity associated with smoking. Only recently has it be- 
come clear that the increased costs from obesity may be even greater than those 
from smoking. This is particularly problematic because of the increased incidence 
of obesity across the entire age distribution, including the very young. 

Reimbursement System 

Finally, the reimbursement system used by most of the public and private payers 
is a driver of healthcare costs in its own right and reinforces the effects of some 
of the other cost-drivers described above. The primary type of reimbursement for 
physicians as well as for many other providers in the healthcare system is fee-for- 
service. As has been well documented, fee for service reimbursement rewards physi- 
cians or other providers of care for providing more services, whether or not provid- 
ing more services results in better care. Fee for service reimbursement coupled with 
concerns about potential medical liability can be a powerful driver for providing 
more services, whether or not better care is being provided. 

Neither fee for service reimbursement nor the bundled pa 3 Tnents used by Medi- 
care for hospitals, home care or nursing homes pay differentially for quality or per- 
formance. Medicare has spent most of the last 2 decades focused on modif 3 dng the 
DRG rate used for hospital reimbursement, the relative weights of the RBRVS sys- 
tem used for physician reimbursement, the calculations of home care episodes or on 
redesigning the RUGS classification used for nursing home payment. However, none 
of these systems reward better quality or performance, paying exactly the same for 
“best in class” and “worst in class”. In fact, the current reimbursement system not 
only doesn’t pay for quality, it pays more for defects since it pays for the initial serv- 
ice and then again for correcting any defect associated with the initial service. 

Employer-Sponsored Health Insurance 

Considering each of these various cost drivers, it is hardly surprising that 
healthcare has been experiencing the increases in spending that it has. While at- 
tempting to deal with the causes or effects of any one of them would clearly be help- 
ful, most of these problems are exacerbated by the current reliance on employer- 
sponsored health insurance, which as previously indicated is tied to the current tax 
treatment of employer paid premiums. 

There are several features associated with employer-sponsored insurance that 
cause it to exacerbate the other health cost drivers in the system. First, the teix ex- 
clusion increases the share of an employee’s income that goes towards the purchase 
of insurance since it allows employees to use preteix dollars for health insurance but 
not for most other purchases including healthcare not covered by insurance. Second, 
it encourages the myth that insurance premiums paid by employers comes out of 
the employer’s profits rather than being part of the employees compensation pack- 
age, at least on average. Both of these features result in the purchase of more insur- 
ance than is likely to occur if the individual believes he is spending his own money 
and the expansion of insurance is, in turn, associated with increased spending on 
healthcare. In addition to being a cost driver, employer-sponsored insurance may 
not provide the employee with the type of insurance he would choose if the choice 
were the employee’s rather than the employers. 

In addition, the tax exclusion is an inequitable and costly way to subsidize the 
purchase of insurance. It is inequitable way since the value of the exclusion is worth 
more the higher the employee’s income and it is also very costly to the Federal Gov- 
ernment. Current estimates are that the revenue losses for Federal tax exclusion 
benefits in 2002 were almost $128 billion. 

Most economists have advocated either eliminating the tax exclusion and sub- 
stituting a refundable credit in its place or at least limiting the value of the tax 
exclusion. This action has proven to be very unpopular politically, in large part be- 
cause so much of the current insurance provided to the under-65 population is de- 
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rived from tax-subsidized employed-sponsored insurance. However, the decline that 
is occurring in voluntary, employer-sponsored insurance provides an opportunity to 
develop an alternative source of subsidized insurance for the under-65 population. 

Next Steps 

There are a variety of actions that the Federal Government can take to help re- 
duce some of the pressures on healthcare spending. Some of these actions may be 
most effective if undertaken along with similar actions in the private sectors. Other 
actions may require new legislation and can only be carried out by government. 

Changing reimbursement so that performance and quality are rewarded is an ac- 
tivity that needs to occur in both the public and the private sector. The Federal Gov- 
ernment can be helpful in jump-starting the use of innovative strateries through its 
Research and Demonstration authority and ultimately will need to change its reim- 
bursement strategies to reward quality and performance but the private sector is 
likely to be much more nimble in terms of trying alternative strategies, discarding 
those that don’t work and experimenting with those that work imperfectly. Assist- 
ance in providing better information on clinical and cost effectiveness of new medi- 
cal procedures and therapeutics is an important role for government but this is an- 
other area that might be even more effective if done as part of a public/private part- 
nership. State government and/or the Federal Government will need to take actions 
that change the nature of the tort system. Finally, any changes in the tax treatment 
of employer-sponsored insurance and any additional mechanisms that subsidize the 
purchase of insurance out of the employer setting will require governmental action. 

Strategies to Reduce the Number of Uninsured 

A variety of proposals have been introduced over the past several years that ei- 
ther open up public programs to populations that have previously not been served 
by a public program or that provides individuals with financial subsidies, outside 
of the employer-sponsored arena. 

The SCHIP program, itself an extension of Medicaid or Medicaid-like programs 
to children above the income level covered by Medicaid, has been proposed for chil- 
dren above the current SCHIP income level and also for their families. Medicaid 
buy-in programs have been proposed for working populations just above the Medic- 
aid cut-off and proposals have also been made to allow a Medicare buy-in for unin- 
sured individuals who are less than 65. 

Refundable tax credits of various amounts and structures have been included in 
legislative proposals in both Houses and in the Administration’s budget proposals. 
The most recent State of the Union speech also included “above-the-line” deductibil- 
ity of catastrophic health plans by individuals who don’t have employer-sponsored 
insurance. 

Periodically, proposals have also been made to use different types of mandates. 
Some mandates have been on individuals, with subsidies for the low-income, and 
some on employers, with subsidies for firms with few employees or low wage em- 
ployees. A spin on the employer mandates has also been proposed periodically, 
called “pay or play” where employers who don’t provide health insurance have to 
pay into a fund. 

Given the variety of problems associated with employer-sponsored insurance de- 
scribed earlier, particularly in a mobile society where most households have two 
workers, adding on to employer-sponsored insurance seems to me to be a less desir- 
able strategy. However, even those who would like to move away from employer- 
sponsored insurance need to do so carefully. Most workers and dependent of workers 
under 65 are insured through employer-sponsored plan, and it will be important 
how alternative policies are put in place so as to minimize the disruption to existing 
coverage. 

Some proposals are now being developed that attempt to tie together pieces of 
these various strategies. In particular, proposals are combining expansions in public 
programs with refundable teix credits and access to group insurance. These strate- 
gies may hold the basis for future political compromises. The debate will be about 
who qualifies for which program, how much subsidy should they receive and how 
should the subsidy be funded. Actions that can also help slow the cost of healthcare 
will increase the likelihood that the numbers of uninsured will decline or at least 
increase at a slower pace while these strategies to expand access to insurance are 
being put in place. 

Summary of Testimony 

I. The uninsured is a chronic issue (not an acute one) 

• Worse during economic decline; better with robust growth 

• Secular decline in coverage over time 

II. Two main reasons for decline in coverage 
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• Changing economic structure 

• Increased healthcare spending relative to growth in income 

III. Increased spending — a problem? 

• Not for economy, as long as increased spending has value 

• Problem for the uninsured 

IV. Drivers of healthcare spending 

• Advances in medical technology 

• Medical liability 

• Lifestyle issues 

• Current reimbursement system 

• Employer-sponsored insurance and teix exclusion — In its own right and exacer- 
bates other drivers 

V. Next steps 

• Pay for performance initiatives 

• Better information on C/E of new technologies and therapeutics 

• Meshing patient safety measures with tort changes 

• Exploring alternative subsidies to the teix exclusion 

VI. Strategies to reduce number of uninsured 

• Expanding access to public programs 

• Providing financing subsidies to individuals and access to group insurance 

• Mandates, on individuals or employers 

CBO Responses to Questions from the Senate HELP Committee 

Question I. You said that third-party insurance “drives a wedge between what the 
consumer pays and the cost of what he uses” and this is one of the major factors 
contributing to the growth in health care spending. Can you please elaborate on 
this . . . and do you have any ideas for reforms that would eliminate this so-called 
wedge? Is it possible to remove this wedge and still maintain a role for third-party 
insurance? 

Answer 1. Health insurance protects the individual from uncertain and potentially 
high medical costs by spreading the risk of these costs across a large pool of people. 
In offering this protection, however, health insurance gives rise to the possibility 
that the total level of health spending is higher than it would be if the consumers 
faced the full cost of theircare. 

In most purchasing decisions, individuals bear the full cost of what they consume. 
Enjoying more goods or higher-quality goods means paying more for them, and a 
consumer will decide not to buy an item if the perceived value is less than the cost. 
The market for medical care services differs in that consumers (those with health 
insurance, at least) sometimes face no added cost for additional services or more in- 
tensive services. From the patient’s perspective — as well as the physician’s — there 
may be little reason to economize, and as a result, resource-intensive services may 
be provided even if their benefits are very small. 

An expensive diagnostic test, for example, might be ordered even if there is a low 
probability that it will furnish useful clinical information. Faced with having to pay, 
an individual might choose to forego such a low-value service; facing no cost at all, 
he would likely opt for it. The cost of such services is borne collectively by all those 
who contribute premiums to the risk pool. 

Two broad approaches are used to address overuse of medical care services. In 
traditional fee-for-service plans, deductibles and copayments help avoid overuse by 
making patients responsible for a portion of costs, creating some incentive to limit 
low-value spending. High-deductible policies offer protection from large losses — a 
principal motivation for purchasing insurance — while maintaining the consumer’s 
incentive to economize on non-catastrophic expenditures. But while greater cost- 
sharing offers stronger cost-saving incentives, it also reduces the risk spreading ad- 
vantage to the individual. An alternative approach focuses on the behavior of medi- 
cal care providers rather than consumers. “Managed care” combines the functions 
of insurance services with those of medical care delivery, encouraging providers to 
direct resources away from services whose value is likely to be low relative to cost. 
Approaches like disease management or case management, when taking into ac- 
count the cost of services, can provide better information and compliance with ap- 
propriate treatments. 

Question 2. You stated that the relationship between premiums and coverage is 
“not necessarily a simple one.” Is it fair to say there is a relationship and that, al- 
though we may not know the magnitude, there is a cause and effect relationship 
between increased premiums and decreased coverage? 
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Answer 2. In discussing the effect of premium increases on coverage, it is impor- 
tant to distinguish among different causes of such increases. While it is clear that 
an increase in premiums having nothing to do with the quality of the plan (a pre- 
mium tax, for example) would lead to a reduction in the number of insured, the con- 
tinuing increase in premiums over recent decades has been largely due to the ad- 
vancing capabilities of modern medicine. Premium increases therefore have re- 
flected, at least in part, changes in the product itself, leaving the effect of premiums 
on decisions to purchase coverage less clearcut. Other factors such as increased cost- 
sharing, expansions in public coverage, and demographic changes further complicate 
interpretation of the drop in coverage. 

CBO has not performed an analysis specifically designed to identify root causes 
of the drop in health insurance coverage. On balance, however, simple evidence ap- 
pears to suggest that increases in premiums have led to reductions in insurance cov- 
erage. From 1988 to 2001, the proportion of insured nonelderly Americans fell by 
more than 2 percentage points. A larger drop — more than 4 percentage points — was 
seen in the proportion covered by employer-based insurance. The bulk of the de- 
crease occurred in the earlier years of this period, coinciding with a period of steep 
increases in real (inflation-adjusted) premiums. As annual growth in premiums 
slowed in the mid 1990s, so too did the drop in percentage of covered workers. 

Question 3. You stated that “defensive medicine” and “physician-induced demand” 
don’t explain much of the recent growth in spending. One can infer from this that 
these practices do, in fact, make up some proportion of national health care spend- 
ing. Do you know what proportion of the 1.6 trillion spent on health care in 2002 
can be attributed to defensive medicine? 

Answer 3. CBO currently has no estimate of the proportion of total healthcare ex- 
penditures attributable to defensive medicine. Existing estimates rely on conjectural 
surveys of medical providers, and what is considered defensive medicine by one may 
be deemed prudent medicine by another. 

In the absence of a reliable estimate on the level of spending attributable to de- 
fensive medicine, however, it may be possible to estimate changes in medical spend- 
ing resulting from new State laws affecting malpractice litigation (e.g., caps on non- 
economic and punitive damages), which might be interpreted as changes in the 
amount of defensive medicine being practiced. For selected disease categories, ana- 
lysts have estimated reductions in spending possibly attributable to various reforms 
in State malpractice laws. In these analyses, reductions in spending that did not 
measurably affect health outcomes are considered to represent reductions in defen- 
sive medicine. One study estimated that for patients hospitalized for acute myocar- 
dial infarction (heart attack), tort reforms reduced Medicare inpatient spending by 
5 percent; for those hospitalized for ischemic heart disease, the estimated reduction 
was 9 percent. Another study estimated a spending reduction of 0.27 percent for ma- 
ternity patients. These results are specific to these clinical areas, and do not rep- 
resent potential reductions in overall health spending from tort reforms. CBO con- 
tinues to explore this issue. 

Prepared Statement of the Associated Builders and Contractors (ABC) 

Associated Builders and Contractors (ABC) appreciates the opportunity to submit 
the following statement for the official record. We thank Chairman Judd Gregg (R- 
NH), Ranking Member Edward Kennedy (D-MA) and members of the Senate 
Health, Education, Labor and Pensions Committee for addressing the crisis of the 
uninsured in America. ABC urges the committee to follow up on this important 
hearing with an additional hearing to examine possible solutions to this growing 
epidemic. 

ABC is a national trade association representing over 23,000 general contractors, 
subcontractors, material suppliers, and construction-related firms from across the 
country within a network of 81 State chapters. Our member companies represent 
over one million craft professionals and administrative employees. As the nation’s 
second-largest employer, with over 6 million workers, the construction industry con- 
tinues to create new and beneficial jobs each year. Construction spending has a 
stimulative effect on the economy. For every $1 million spent in construction, $3 
million in economic activity is generated and 13 new permanent jobs are created. 

To remain at the present level of activity, the construction industry needs an ad- 
ditional quarter of a million (250,000) workers per year to replace an aging and re- 
tiring workforce. One of the key elements to attracting and retaining workers and 
remaining competitive in any industry is to provide high quality, flexible health ben- 
efit plans. Providing quality health care benefits is a top priority for ABC and its 
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members, and maintaining cost effective health insurance plans is a key ingredient 
in achieving this objective. 

Currently, there are more than 43 million uninsured Americans, and 60 percent 
of them are employed by (or family members are employed by) small businesses. 
Therefore, the problem of the uninsured does not solely lie with the unemployed, 
but also with the small businesses across the country who are unable to provide 
quality health care coverage due to skyrocketing costs. In fact, a new study by the 
Robert Wood Johnson Foundation found that more than one in three Americans 
under 65 was uninsured at some point over the past 2 years. 

The 2002 Census Bureau statistics show that the share of the population covered 
by employer-sponsored health care coverage declined from 63 to 61 percent. The ris- 
ing cost of health insurance premiums is the biggest factor in this decline and num- 
ber one problem facing small business in this country. Faced with 15, 20 and even 
50 percent premium increases annually for the past several years, many small busi- 
nesses have been forced to reduce or even drop coverage. 

Many factors have contributed to the cost increase of health insurance. Hospital 
costs, frivolous medical malpractice lawsuits, lack of competition and increased state 
regulation have all led to increased premiums. However, it is important to note that 
while health insurance costs have gone up at twice the rate of inflation, a vast ma- 
jority of small businesses’s productivity and profits have failed to grow at the same 
rate. One sector though, has enjoyed its greatest profit margins ever. The insurance 
industry, namely large health insurance companies, have experienced record-setting 
profits over the past few years. 

A number of state reforms have actually led to increased rates, thus forcing em- 
ployers to reduce benefits through higher deductibles and co-pays or eventually to 
drop coverage in order to comply with the law. State health insurance reforms and 
community rating laws have forced some insurance carriers to completely withdraw 
from the small group market for employers with less than 50 employees. When 
these and other state reforms occur, small employers are left with fewer alternatives 
for health insurance coverage for themselves and their employees. 

Recent mergers of health insurance companies have also reduced competition and 
alternatives for employers who seek access to quality and affordable health insur- 
ance. Today, there is a great need to bring more competition back into the system 
rather than continually reducing it. 

While there is no single solution to the problem of the uninsured, ABC feels that 
it is vital for Congress to examine the current market and to consider proposals that 
will provide market-based reforms. We believe that our current health insurance 
system, while flawed, is still the best in the world. Any solutions should help pro- 
vide working families the best opportunity to obtain the quality, affordable health 
coverage they both need and deserve. Increasing competition within the small group 
market will help lower costs to employers struggling to continue to offer health in- 
surance to their employees today. 

ABC appreciates this opportunity to submit comments on such a vital issue. We 
look forward to continuing a constructive dialogue on how to increase access to af- 
fordable and competitive health insurance for small businesses and thus reducing 
the number of uninsured Americans. 

Prepared Statement of the National Federation of Independent Business 

On behalf of the 600,000 members of NFIB, we want to thank you for allowing 
us to submit testimony today about the worsening health care crisis that faces our 
country. The small business community is feeling hit the hardest. Since 1986, the 
members of NFIB rank the cost of health insurance as one their top concerns. 

America’s small-business owners, whose businesses create two out of every three 
new jobs in this country, continue to struggle with high cost of offering health insur- 
ance to their employees. Because of the current structure of the health care indus- 
try, too many small business owners and their employees do not have access to af- 
fordable health insurance. 

A recent Census Bureau report shows that over 43 million Americans now lack 
health coverage. That is an increase of almost two and a half million people over 
the previous year and the largest annual increase in more than a decade. In 2002, 
over 8 in 10 uninsured came from working families with nearly 70 percent from 
families with one or more full-time workers. It’s no coincidence that these events 
are taking place as the cost of insurance continues to skyrocket — double-digit in- 
creases year after year, pricing more and more small firms out of the market. 

Many factors contribute to the overall cost of healthcare. Lack of competition in 
the small group market, litigation, and mandates are just some of the many cost 
drivers that have led us to where we are today. 
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Small employers are forced to purchase in the over-regulated small group market, 
and consequently workers in the smallest businesses that do provide health insur- 
ance pay 17 percent more on average for health henefits than workers at large com- 
panies. There is inadequate competition among insurance carriers. A GAO survey 
found dangerously high levels of market concentration among large insurance com- 
panies in the State small group markets. This concentration reduces competition 
and enhances insurers’ underwriting gains; as competition decreases, prices in- 
crease. 

We must also address the growing cost of benefit mandates. The idea that insur- 
ance should pay for the wide range of medical treatments and services covered by 
State mandates while laudatory, is unaffordable and therefore unrealistic. The 
Council for Affordable Health Insurance says that since January 1970, mandates 
have increased 25-fold. 

Something must be done on the front of medical malpractice litigation. The cost 
of malpractice lawsuits has soared in recent years, pushing up insurance premiums 
and forcing physicians out of business. 

A government-run healthcare system is not the solution, however it is still very 
much on the minds of some in Congress. The devil is in the details, whether it 
comes in the form of government-run health care, mandates on employers to provide 
it in the workplace, or individual responsibility with subsidies for the poor. 

The problems facing small business owners, their employees, and families must 
be addressed as part of that debate. We understand that no one solution will help 
all of the 43 million uninsured. Therefore, we propose a multi-faceted approach that 
will help move countless numbers of Americans off the rolls of those without health 
care. We are aggressively urging enactment of legislation to permit Association 
Health Plans — ^AHPs — to operate nationwide. We support tax credits for the pur- 
chase of health insurance. 

Association Health Plans will allow small business owners to band together across 
State lines through their membership in recognized trade and professional associa- 
tions to purchase health care for their families and employees. Organizations such 
as NFIB, the U.S. Chamber of Commerce, Associated Builders and Contractors, and 
the National Restaurant Association would be able to offer insurance to their mem- 
bers. 

AHPs would help rural States by giving employers who are members of associa- 
tions or trade groups another option — particularly important in less populated areas 
where only one or two choices are available today. 

Association Health Plans will make health insurance more affordable for small 
businesses. The Congressional Budget Office has estimated that small firms obtain- 
ing health insurance through AHPs will realize premium reductions of 13 percent 
on average. In fact, reductions range from 9 percent to 25 percent. It is estimated 
that more than 300,000, up to as many as two new million employers, employees 
and their families would be able to obtain health care coverage if given access to 
Association Health Plans. 

Ours is by no means a complete solution to this most vital national challenge. Our 
goal as a nation must be to make certain that no person in need will ever be left 
unattended. We cannot afford to wait for the “perfect” solution. There is none. The 
longer we delay, the more we will hear the calls for government-provided health 
care, and certainly, that is not the perfect solution. 

Thank you for holding this hearing today and we appreciate you allowing our tes- 
timony to be submitted on behalf of NFIB members. 

Prepared Statement of The Association Healthcare Coalition 

The Association Healthcare Coalition (TAHC) commends Chairman Judd Gregg 
(R-NH) for holding this hearing to examine rapidly rising health care costs and the 
problem of the uninsured in America. TAHC believes that Congress must take ac- 
tion to address this issue during the 108th Congress. 

Since TAHC represents trade and professional associations that exist to serve 
small and medium-sized employers, this statement will focus on examining factors 
in today’s small group health insurance markets that serve to drive up health insur- 
ance premiums for small employers. This is directly related to the problem of the 
uninsured, since approximately 60 percent of all uninsured Americans are workers 
employed by a small business or the dependents of such workers. TAHC recognizes 
that there are many factors driving overall healthcare costs today, but also wishes 
to emphasize that the problem of extremely inefficient regulation in the State small 
group markets is a significant source of the dramatic, double-digit health insurance 
premium increases that continue to jeopardize coverage for millions of small busi- 
ness workers across the Nation. 
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The Role of Associations in Health Care 

Bona fide trade and professional associations are a vital source of health care cov- 
erage for millions of American workers enmloyed in small businesses. Some associa- 
tions have been sponsoring health plans for over 50 years. TAHC’s membership is 
composed of trade and professional associations organized for purposes other than 
selling health insurance, a critical distinction in the debate over the proper role of 
associations in providing health care benefits to small and medium-sized employers. 
Our members are not affinity groups or businesses that simply come together to 
purchase insurance. Rather, bona fide associations, established and run by their em- 
ployer-members, exist to serve the needs of their members and workers. Bona fide 
associations have an outstanding track record in providing high quality health cov- 
erage to small businesses and their workers. 

Associations are vital to enabling small businesses to provide affordable health 
coverage to their workers. Associations are able to purchase affordable health cov- 
erage for pools of small employers because they offer health plans that are specifi- 
cally designed to meet the health care needs of their membership. Associations offer 
a wide variety of approved health plans and managed care arrangements, both fully 
insured and self-insured. AHPs have already demonstrated that they can reduce 
health insurance premiums for small employers, compared with the cost of small 
employers purchasing coverage directly from an insurance company without the 
benefit of an AHP. For example, the AHP sponsored by the American Council of En- 
gineering Companies has administrative costs of about 9.6 percent of premium. In 
contrast, a small employer on its own is likely to pay administrative costs of any- 
where from 20 percent to 35 percent of premium when purchasing coverage in the 
existing small group marketplace. 

Associations are uniquely structured to be part of the employer-based healthcare 
delivery system. Because they are already structured to represent their members in 
other areas, they possess the infrastructure, administrative mechanisms, and expe- 
rience needed to unify employers and employees into effective consumers of health 
services. By serving this need for small employers, associations add value to the 
health care system as a whole, as well as to their members individually. 

Inefficient Regulation in Small Group Markets Raising Premiums 

While associations have been serving small businesses and their workers with af- 
fordable health benefits for over 50 years, their ability to continue doing so is se- 
verely threatened in the current environment. As inconsistent government man- 
dates and regulations continue to proliferate in many States, the increasing cost of 
compliance often outweighs the benefits that small employers can receive by joining 
together in an AHP to purchase health care benefits. The regulation of AHPs on 
an inefficient, state-by-state basis thus jeopardizes the ability of associations to con- 
tinue providing dependable and affordable health coverage to small employers and 
their workers. 

Another critical point is that excessive benefit mandates enacted by many States 
have driven insurance carriers out of many of the State small group markets. This 
has allowed a small number of remaining insurance companies to develop virtual 
monopolies in some markets. Given this unhealthy level of concentration in many 
health insurance markets, in addition to the overall level of rising health care infla- 
tion, it is not surprising that small employers are experiencing dramatic premium 
increases year after year. 

In fact, many associations have had to close down their health plans, many of 
which have been in existence for decades, because health insurance companies do 
not wish to deal with the cost of compliance involved in providing coverage to AHPs 
in multiple States. Because of this, both multi-state and single-state AHPs have 
very few options due to a severe lack of competition among insurance carriers in 
the association market, and many AHPs have been hit with large premium in- 
creases for their small employer members. The current difficult regulatory environ- 
ment also prevents associations that have not previously offered a health plan, but 
now wish to do so because of the difficulties their members face in obtaining cov- 
erage in the small group markets, from establishing an AHP, thus further limiting 
options for small employers. Excessive regulation and mandates in the State small 
group insurance markets has greatly hindered the ability of associations to serve 
small business members. 

Large health insurance premium increases inevitably lead to some small employ- 
ers simply discontinuing offering health benefits to their employees, or reducing the 
employer subsidy, due to the rising cost. This disturbing trend will continue to in- 
crease the ranks of the uninsured, and will exacerbate adverse selection problems 
as younger, healthier individuals are more likely to choose to be uninsured due to 
high costs. Congress must take steps to address this problem in order to avoid con- 
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tinued growth in the uninsured population and the adverse health care con- 
sequences that this entails. 

Association Health Plan Legislation 

In contrast to the regulation of AHPs on an inefficient state-by-state basis, large 
corporate and union health plans are exempt from State insurance regulations and 
mandates. It is time that Congress provided workers in small businesses with the 
same opportunities it has provided to their counterparts in large corporations and 
labor unions — affordable health care through economies of scale, greater bargaining 
power with large insurance companies, regulatory uniformity, and the freedom to 
design health plan options that meet working families’ needs. This objective can be 
achieved by the enactment of the Small Business Health Fairness Act of 2003 (S. 
545), introduced by Senators Olympia Snowe (R-ME), Jim Talent (R-MO) and Kit 
Bond (R-MO). 

S. 545 will put small employers on an equal basis with workers covered by large 
employer and labor union health plans by providing similar uniform regulatory sta- 
tus to health plans sponsored by bona fide associations. The bill will greatly improve 
the ability of AHPs to design health plan options that meet the needs of their mem- 
bers and control the escalating cost of health coverage. The AHP legislation is the 
only policy option that levels the pla3dng field between small business on one hand 
and large companies and union firms on the other. 

If small and medium-sized employers are to compete in the marketplace against 
large corporations for high quality workers, it is vital that they have access to the 
same health benefit options as large corporations. As such, S. 545 is critical to the 
ability of small and medium-sized businesses across the Nation to obtain access to 
affordable health insurance. 

Conclusion 

An expansion of AHPs via S. 545 is a market-oriented solution that will foster 
growth and greater competition within the small group health insurance market- 
place. This will ultimately bring about greater long-term price stability and help to 
reverse, or at least slow, the trend of skyrocketing health insurance premiums for 
small employers. Thus, AHP legislation is essential to efforts to expand access to 
affordable health benefits for small employers and their workers. 

TAHC urges the Senate to expand access to affordable health insurance for work- 
ing families by enacting S. 545. This legislation has already been approved by the 
House during the 108th Congress, and has the strong support of President George 
W. Bush, who urged Congress to enact the bill during his State of the Union mes- 
sage on January 20, 2004. 

The time for elimination of the health insurance “double standard” for small busi- 
ness workers is long past due. TAHC looks forward to working with Chairman 
Gregg and members of the Senate HELP Committee to accomplish this goal. 

[Whereupon, at 11:50 a.m., the committee was adjourned.] 
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